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The Certification of Inventories 
By JoHN WHITMORE 


The question whether in certifying the balance-sheets of manu- 
facturers accountants can or can not certify inventories is at pres- 
ent rather frequently under discussion. There is a common 
clause in accountants’ certificates which disclaims responsibility 
for anything more than the substantial accuracy of the final 
clerical work of the inventory statements. Very often, doubtless, 
this is necessary. But where there is really sound factory book- 
keeping, and especially where the same accountants examine year 
after year, I think it ought scarcely ever to be necessary. I 
believe that under attainable conditions, manufacturers’ inven- 
tories ought to be about as certifiable as their accounts receivable. 

I believe that inventory statements are quite generally thought 
of as something to be produced by physical inventory-takings, 
to be adjusted and completed, doubtless, by the book records. 
Plainly no physical inventory-taking can be sufficient of itself. 
There is the question of inactive or obsolete goods. This is some- 
times a matter of personal knowledge or judgment, but the best 
information is usually in the records which show the activity or 
inactivity of materials or merchandise. Again, the correspond- 
ence of the point of the inventory-taking and of the recording of 
purchases and shipments to the inventory date must be estab- 
lished. And sometimes in other respects, varying according to the 
character and fashion of the industry, the inventory-taking must 
be supplemented by the records. But where this is all, there 
remain considerable dangers in the physical inventories them- 
selves, as everyone who has tested them by a strict subsequent 
accounting knows. 

I believe the approximately perfect inventories are book inven- 
tories, checked and corrected, certainly, and, where in the nature 
of things there can not be finished inventories in the books, com- 
pleted by certain physical examinations. 

I have attempted to define cost accounting as the accounting 
for all expenditures in the creation and operation of manufactur- 
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ing plant, showing truly and clearly how they enter into the costs 
of final products, and how and in what measure they are wasted. 
Where there are cost accounts even fairly aiming at this result, 
I believe they will, when supplemented by certain limited physical 
examinations (for the closely approximate testing of which the 
books and records will always serve), yield true inventories of all 
materials and unissued supplies, and of everything in process of 
manufacture or semi-manufactured; and, by the continuation of 
the simplest methods so far necessary, of all finished products. 

Let us look briefly at a few industries, to consider their particu- 
lar characters, and to see in what ways and how far their books 
should yield true inventory statements, and in each the character, 
and the times and seasons of the physical examinations necessary 
to check or complete such book inventories. 

The machinery-manufacturing industries are an important class 
and they furnish one rather comprehensive test, for their stores 
commonly consist of thousands of items. Stores ledgers are an 
absolute necessity to economy of manufacture—that is, they are 
necessary to the avoidance of the loss of time of both men and 
machines. That they shall state both quantity and money 
figures is necessary to any correct costing of materials to manu- 
facturing orders. They practically must include provision for 
showing the quantities assigned to manufacturing orders pending, 
for otherwise balances on hand mean nothing. Then the com- 
pleteness of the bookkeeping must be insured. To insure the 
entry of all stores issues the shop requisitions should be numbered 
consecutively by the printer, as many series being used at the 
same time as may be necessary or convenient; and they should 
be summed up on sheets with printed provision that this shall be 
done in the order of the numbers. No requisition unaccounted 
for can then be overlooked. The recording of deliveries from the 
shops to storehouse must be similarly safeguarded. The stores 
debit notes must be numbered consecutively by the printer, and 
these must be summed up on sheets with printed provision that 
this shall be done in the order of the numbers. Needless to say, 
surely, the storehouse or storehouses must be organized for 
effective physical control, and the general accounts must include 
control of the storehouse ledgers. Countings should be made 
throughout the year, and always as particular stocks are low. 
The storehouse ledger keepers should be provided with a form to 


call for such countings. 
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From such stores ledgers an inventory can be drawn off, priced 
atcosts. All inactive goods can be listed, the stores issues in each 
account for the year being plainly before one. It is seen when 
each account was last verified by actual count, and by the 
same routine that is regularly used by the stores-ledger keepers the 
auditors can call for all actual counts they wish. There may not 
be an exact balance with the controlling general-ledger account, 
though this, of course, can be accomplished. It is a matter of 
frequency of trial balances and checking to find clericalerrors. If 
the work is well done, the less frequent test and the approximate 
balancing suffice for assurance of satisfactorily correct inventories. 

As regards inventories of work in process in the machinery- 
manufacturing industries, I can scarcely think that, with sound 
cost accounts, a physical inventory is ever necessary. Orders in 
process are always being completed, quantities put in process are 
always being accounted for, the correctness of the values stated is 
always being brought to the final test. The cost ledgers are of 
course controlled in the general accounts. The book inventory 
of everything in process of manufacture should be approximately 
perfect. 

In the metallurgical industries the necessity for controlling the 
processes is so imperative that usually all the process data neces- 
sary for the cost accounting, which includes the current statement 
of inventories, will be found available. The storage of raw 
materials may need to be regulated, to give to the records of 
materials put in process the verification of not too infrequent 
clean-ups. For it is not suggested that any strictness of record- 
ing is to be regarded as giving an infallible assurance, except with 
all possible safeguards. 

In these industries the gross weights and all assayed contents 
which it is aimed to recover are set up in their separate columns 
for the materials as received, and thereafter the arrangement of 
the operating books is like a flow-sheet of the material, from 
process to process, detailed, according to the conditions, by 
individual furnaces or other apparatus; and at each process 
all charges are added, for fuels and fluxes, for electric current in 
electric smelting or refining, maintenance expense and reconstruc- 
tion reserves, operating labor and supplies and expense rates, 
until the final products are reached. Weighings and assayings of 
intermediate products are brought into the operating books, 
accounting at successive stages for metal losses and giving the 
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books all possible completeness and exactness day by day. Such 
books afford approximately exact inventories, where physical 
inventories would often be impossible. 

It is true that there are at certain points in the metallurgical 
industries, doubtless more than I am myself familiar with, contin- 
uous processes, for instance in certain calcining furnaces, and in 
concentrating works, where the current bookkeeping will not give 
inventory statements, except as supplemented by theoretical 
calculations or by measurements and analyses. This is only 
what was meant by saying at the beginning that under certain 
conditions book inventories need not only to be checked but to be 
completed by data periodically ascertained. This is not abandon- 
ing the books to fall back upon physical inventories, for, if the 
operating records are made as complete as possible from the cur- 
rent daily reports, the supplementary determinations must fit into 
them, and any material discrepancy would be apparent. 

In the chemical-manufacturing industries, the manufacture of 
soap and the finished production of the glycerine contained in soap 
stocks furnish first in the soap factory an example of the treatment 
of stated quantities of materials, with in this case incidental 
transfers between boilings, through successive processes, to the 
point where the recorded quantity and value of materials, with 
the added process expenses, have an ascertained product. So 
far the whole inventory is always stated in the factory ledger. It 
is seen there moving through the processes to the final productions 
of soap for the market, or glycerine lyes for the glycerine works, 
unsurpassable by any possible inventory-taking process in the 
accuracy of the statement of quantities and values. And, second, 
in the glycerine works is an example of virtually continuous 
processes, where some periodical gaugings and analyses are 
necessary to complete the records and to state the inventory. 
These determinations, in conjunction with the factory ledger, 
yield a complete and practically proven glycerine inventory, for 
like the metal contents of the materials so treated in the metal- 
lurgical industries, the glycerine contents of the soap stocks have 
been set up in their separate columns in raw-materials records, 
and in kettle accounts, from process to process, until they are 
transferred from soap works to glycerine works, and any material 
overstatement of the inventory in process would show an impos- 
sible yield, and any material understatement would show a 
practically impossible loss. 
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Where continuous processes preclude the possibility of current 
completed book inventories, I believe the determinations 
necessary to complete them rarely, if ever, go beyond those which 
should be made for the purposes of operating control. 

In the writing-paper-manufacturing industry, lots of materials 
are first treated process by process, and the operating accounts are 
up to a point of the character already indicated for the metal- 
lurgical and chemical industries. At a certain stage, however, 
the materials in a wet state are divided up for paper-manufac- 
turing orders, having their individual cost accounts. The stores 
accounts for materials as received are especially simple, the 
principal materials being in bales, the indentity of which, lot and 
bale numbers, should be perfectly kept, as in the textile industries. 
The process accounts give the value of everything that has been 
put in process, with the accumulated process costs, to the point 
where the materials are divided up for manufacturing orders. 
As they are so divided they are charged to the cost accounts for 
manufacturing orders, and other materials introduced in the 
subsequent stages of the manufacturing are so charged, as well as 
all the manufacturing expenses from the point where materials 
are assigned to specific orders to the point where the paper comes 
off the machine. Thereafter there are sorting accounts, continu- 
ing the record of everything in process until the product is 
finished. Stocks of finished papers may be a larger or smaller 
matter, but in any case they present no special problem in the 
maintenance of verified stock records. 

In the writing-paper industry the shrinkages of the various 
materials in the manufacturing processes should be known by 
theoretical calculations, by laboratory tests and by manufacturing 
experience. The dividing of materials in a wet state gives initial 
inaccuracies in charging the separate manufacturing orders, but 
these are corrected in the light of known shrinkages and of the 
several products of the divided materials as the productions are 
determined, even though a single product may contain parts of 
more than one or two lots of materials so divided. 

The book inventories in this industry also may be of an un- 
questionable character. 

In industries where there is a great variety of products in com- 
paratively small quantities, so that individual cost accounts are 
scarcely practicable or are really impracticable, a method different 
from any so far indicated is necessary. The stationery-manufac- 
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turing industries and the rubber-goods-manufacturing industries 
are examples; the shoe-manufacturing industry also, especially 
where many small lots are manufactured. In such industries it 
may be necessary to credit the manufacturing account or accounts 
with the products at standard cost figures. If this were all, it 
would leave all variations from standard costs in the manufactur- 
ing account, which would soon cease to represent at all accurately 
the value of goods still in process. But it is necessary, in order to 
control the economy of manufacture, to calculate these variations 
from standard costs week by week and month by month. 

It is necessary to set up accounts for the variations, in actual 
operation, from existing standard costs. There will be such varia- 
tions under four heads: costs of materials, the unit costs of time- 
paid labor, expense-rates and percentages of defective products. 
Materials must of course be charged out of the stores accounts at 
cost, and if they are also priced in totals periodically at the prices 
used in the existing cost sheets the price difference one way or the 
other is ascertained. If the quantities put through each process 
where the labor is time-paid are recorded, and the weekly payroll 
for the process is divided by the quantity, the actual unit cost is 
ascertained and the variation in the cost sheets for the week may 
be known. As regards defective products, the standard cost of 
goods at every stage of manufacture is shown by the cost sheets, 
and the manufacturing account is corrected to the same standards, 
and the defectives at the various stages, over or under the allow- 
ance in the cost sheets, can be priced thereby. The general 
expenses are ascertained monthly, and comparison with the 
amounts given by the standard rates, applied usually to the direct- 
labor payrolls, will give the variation from standard costs under 
this head. 

There remains, however, the question of variation in the quan- 
tity of material used for a given product. There will be a some- 
what different answer in each industry. In the stationery- 
manufacturing industries, where the material to be cut for a given 
product is of uniform size, shape and quality, and an experimental 
cutting has determined the best method and the proper result, the 
variations are slight and easily allowed for. In the rubber- 
manufacturing industries, the variations are larger but not of 
great importance, for the reason that unvulcanized rubber scrap is 
practically undeteriorated material, requiring only to be re-rolled. 
In the shoe-manufacturing industry, where the material to be cut 
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is of irregular shapes and the scrap of comparatively little value, 
the usual practice is still to establish cutting allowances and to 
issue stock accordingly, and to record the cutting gains and losses, 
lot by lot. 

The creation of standards of expense and waste and the con- 
stant showing of variations from such standards are the essential 
means of securing economy of manufacture, and in doing this in 
the industries under consideration it becomes simple to adjust the 
manufacturing account to standard costs, and then by crediting 
the production at standard costs to leave the manufacturing 
account representing what is still in process at the same standard 
costs. Further, the office and factory records of goods in process 
in such industries must afford substantial means of verification. 

The great superiority of book inventories is scarcely even in 
their far greater accuracy of statement. It is in the fact that 
they can, in any books that truly yield them, be seen in detail in 
the processes (active and sure, or slow and doubtful, or somewhere 
between) by which inventories are ultimately converted into cash. 
Instead of a list of items, there is the moving substance.* 

The discussions I noted at the beginning are absolutely rele- 
vant in perhaps all cases where the accountants come newly to the 
concern under examination, and certainly in all cases where 
satisfactory cost accounting does not exist: but where the auditing 
accountants have established the cost accounts, or where they are 
familiar with them and know their satisfactory character, it is my 
feeling that they should be in a position to verify book inventories 
or to correct them as this may be necessary, and to certify them 
with no less confidence than that with which they certify other 
assets. 





* This, for my purpose, very happy expression, I have adopted from a review in the New York 
Times by Evans Clark of Paul M. Mazur’s American Prosperity—" the moving substance and not 
a static representation of life." 











Accounting for Mergers * 
By CHARLES B. COUCHMAN 


Much has been written regarding the limitations that properly 
bound the scope of an accountant’s work, but the modern trend 
of business activity and the increasing measure of confidence 
placed in the accountant’s judgment as to matters appertaining 
to various phases of commercial activity have pushed back these 
boundary lines to a great extent. Accountancy is not alone a 
matter of measuring and recording values, but it also involves the 
study of their relationships. The accountant who too rigidly 
limits the scope of his activity may fail to give to his clients the 
full value of his service. This is not intended to indicate that 
the accountant should at any time go outside his proper realm; 
but rather that the accountant should know and understand the 
service that he is, or should be, qualified to render as an advisor 
along accounting and financial lines. 

This thought is being emphasized at the present time because 
of the activity in reorganizations, refinancings, mergers and 
consolidations that are an accepted part of the business routine 
of today. Each such activity necessitates careful thought and 
the utilization of much experience if it accomplishes best results 
for the commercial organizations involved. 

Heads of many concerns today are giving consideration to 
one or more of the above activities. A mere audit and presenta- 
tion of past results does not give to such men all of the aid which 
they need in deciding their problems. They are entitled to the 
benefit of the experience and opinions of accountants with regard 
to the relative desirability of the various plans which they are 
considering and to their aid in working out the most favorable 
solution of such problems. 

This address is concerned primarily with the subject of mergers 
and consolidations. The accountant for any organization con- 
sidering forming or entering into such a deal has an oppor- 
tunity of rendering to his client a far greater service than mere 
routine auditing. 

* Address delivered at the annual meeting of the Michigan Association of Certified Public 
Accountants, Detroit, Michigan, May 25, 1928. 
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Consideration must be given, first, to the advantages that may 
be effected by such a union of companies taken as a whole, and, 
second, to the advantage or disadvantage resulting to the par- 
ticular concern or concerns served by the accountant. 


PURPOSE OF MERGERS 
Mergers or consolidations arise chiefly from attempts to ac- 
complish some of the following: 
1. To stabilize the industry 
2. To reduce competition 
3. To reduce expenses 
4. To effect more efficient financing 


Stabilizing an industry 

An industry frequently suffers from the lack of effective codp- 
eration of the companies concerned in it. Production may exceed 
the proper needs of the public. Raw materials may not be pro- 
duced efficiently or may be of inferior quality because of lack of 
facilities, of finance or of control. In some businesses there is a 
tremendous amount of unnecessary trans-shipment. Goods pro- 
duced in one section are sold in a second and goods of the same 
general character produced in the second are sold in the first. 
This trans-shipment may affect not only finished goods but raw 
materials. In some industries the various processes through 
which raw material must pass until it is ready for the consumer 
may be under the control of so many unrelated concerns, each 
of which must make a profit on its operations, that the finished 
goods are not furnished to the consumer at a price consistent with 
a proper economic ratio. Any or all of these faults may at times 
be corrected by a proper merging of various activities under a 
centralized control. 

The bituminous coal industry is an excellent illustration of the 
lack of control over production. A well devised consolidation of 
leading mining companies in the bituminous field should result 
in better working conditions for the miners, in a better stabilized 
price to the coal user and a more efficient meeting of the latter’s 
needs, and yet produce a reasonable return upon the capital in- 
vested. Similarly in certain other businesses a consolidation of 
numerous concerns should result in building up a control over the 
raw-material fields, and in the introduction of proper equipment 
and of scientific methods of production that would greatly increase 
the quality of the material and therefore of the finished product, 
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without working any hardship upon any of the parties con- 
cerned. At the same time consolidations might produce better 
living conditions in the raw-material fields without increasing the 
price of the finished product. 

Shoes manufactured in New England are sold in the Missis- 
sippi river territory and shoes of the same quality manufactured 
in the Mississippi valley are sold in the New England territory. 
Certain types of machinery manufactured in the eastern states 
are sold in the middle states and machinery of the same charac- 
ter manufactured in the middle states is sold in the eastern 
territory. All this shipping cost must of necessity be borne ulti- 
mately by the consumer. In a certain industry the raw material 
passes through seven processes, each performed by a distinct 
corporation before reaching the consumer. In the same in- 
dustry there are corporations which by consolidating these 
activities produce the raw material and sell the finished prod- 
uct directly to the consumer, thus through efficient methods 
producing either a greater profit per dollar of investment or 
a lowering of price to the consumer for the same standard of 
product. 


Reducing competition 

There are businesses at the present time in which compara- 
tively limited numbers of factories compete constantly with each 
other in bidding up the price of the rather limited supply of raw 
material and then again compete with each other in bringing 
down the selling price to the consumer. While in one case | 
have in mind this may result in some benefit to the community 
by lowered price, it has resulted in two disadvantages, namely, 
the producers of raw material, realizing that they can dictate 
their terms to the factories, have made no effort to improve the 
quality or to introduce scientific methods of production. Work- 
ing conditions under their control are far from meeting the ideals 
of humanitarian thought. The factories because of such double- 
barreled competition have not been able to make a profit justify- 
ing proper financing to develop modern methods and equipment. 
As a result of these combined conditions the product has not 
kept pace with the development in other classes of manufacture. 

While competition is a most desirable element in commercial 
life, it can be carried to such an extreme that the public suffers 
rather than benefits because of it. 
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Again, in many fields new firms are continually arising which 
do not properly understand their costs and therefore undersell 
legitimate competitors as long as their finances enable them to 
exist. Their ultimate failure seems only to result in other concerns 
of similar character springing up, living their short life of com- 
petition, and then passing into bankruptcy. While it may seem 
that the public benefits by securing products from such concerns 
at a price less than true cost, it must be remembered that 
all such losses are passed on in some form to the buying 
public which ultimately pays the cost of disturbing elements in 
business life. 


Reducing expenses 

Legitimate reduction of expenses frequently results from cor- 
rectly planned merging of concerns. Managerial expenses may 
be lowered through having fewer and better executives. Pur- 
chasing costs may be reduced by the increase of purchasing power, 
by contracts for entire outputs of various concerns and by de- 
creasing the number of purchasing departments. Similarly 
selling costs may be reduced by consolidating display rooms, 
by centralizing advertising, by reducing the duplication of sales- 
men in a given territory and by a broader capitalizing of recog- 
nized trade-marks. 

Operating costs may be lowered by providing more efficient 
department heads, by a broader use of methods that have been 
found most efficient, by unification and better utilization of 
equipment, and by improved quantity production. 

An important element in the tremendous progress that has 
been made in industry has resulted from systematic and scien- 
tific research work. In this respect smaller organizations are 
frequently greatly handicapped. A consolidation of companies 
may result in the development of a more efficient and economical 
research department, the benefits of which may apply to the 
whole group and may result in the production of an improved 
quality of output. 

Financing cost may be decreased greatly if the consolidation 
has sufficient capital to reduce to a minimum the cost of money 
which it uses, by decreasing total inventory investment and by 
increasing the turnover of current assets. 

These are merely the more important of the various reductions 
which may be made in the cost of producing finished product. 
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If legitimate competition in the industry is still maintained the 
advantages noted must be passed on to a certain extent, at least, 
to the benefit of the community at large through lowered costs 
and improved and unified products. 


Refinancing 

There are times when it is necessary for a corporation to 
reorganize its financial structure. This may be due to an initial 
structure not properly balanced or it may be due to changed 
conditions of such a nature that its financial demands have 
grown out of proportion to its abilities. It may be facing the 
maturity of a security issue which it is not prepared to 
liquidate. It may be top-heavy with liabilities, or the capital- 
stock issues outstanding may not be in proper ratio to its resources 
or to its need for expansion. A corporation may face the neces- 
sity of financial reorganization even though its profits are excel- 
lent. The accountant should be sufficiently versed in the sub- 
ject of financial structure to render helpful advice as to the best 
method to be pursued in meeting such a need. 

THE ACCOUNTANT’S FUNCTION 

It is part of the legitimate function of the accountant to advise 
when called upon with regard to the advantages of mergerand also 
with regard to any disadvantages which may result in a specific 
instance. He should be qualified and should be free to give such 
advice so far as it comes within his proper realm. This, of course, 
does not imply that the accountant should consider himself an 
engineer, nor an efficiency expert, nor should he intrude in any 
way upon those fields where his knowledge of necessity is super- 
ficial and is not based upon thorough experience as to what the 
results of his opinions would be. Even with this limitation, 
however, there is a broad field where his judgment should be of 
value to the one who is giving consideration to forming a con- 
solidation or to entering into a group. 


Plan of organization 

The accountant should be much interested and should have 
an advisory part in the formation of the financial plan of the new 
organization. Frequently his experience and judgment form a 
valuable aid to the development of a financial scheme that will 
be basically sound and will harmonize with the expected profits 
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of the new concern. Many an organization has been created, 
even with the help of its various brokers and underwriters, 
which has contained serious faults that could have been foreseen 
and pointed out by an able accountant. In acquiring ownership 
of a corporation one or the other of two methods is commonly 
followed. The methods are distinct and differ greatly in their 
results, yet frequently the two are confused in the minds of busi- 
ness men who do not recognize the distinction between them. 

Under one method the capital stock of the corporation is ac- 
quired, thus giving control over the assets. 

Under the second method the assets are acquired by direct 
purchase, the stock remaining in its original ownership. 

Under the first method the purchasers of the stock acquire 
the ownership of the original corporation including not only 
control of its assets but assumption of its liabilities, actual and 
contingent. There are times when this is the preferable method, 
as all goodwill or other attributes innate within the original 
corporation are acquired through the stock ownership. Under 
the second method purchase is made of assets as specified in the 
agreement and if the agreement so provides all or part of the 
liabilities may be assumed. Payment is made to the original 
corporation and it may then liquidate by distribution to its 
stockholders of the purchase price and of any assets not trans- 
ferred. Under this method the buying company does not acquire 
the original corporation and therefore does not acquire any asset 
save those specifically transferred by the agreement. Neither 
does it assume any liabilities that are not covered by the pur- 
chase agreement. Any such liabilities that may exist or that may 
appear after the transfer are the liabilities of the old corporation 
and should be met by it prior to its distribution to its stock- 
holders. There are times when this method is preferable from 
the viewpoint of either the selling corporation or of the buyers. 

The accountant for the selling corporation as well as the ac- 
countant for the buyers must be made aware of the exact char- 
acter of the transfer and of all its details. Otherwise the resulting 
entries on the financial records may not be in keeping with the 
true facts. Every accountant in public practice has probably 
seen cases where there was a marked discrepancy between the 
legal transactions and the transactions as recorded in the finan- 
cial records, due to a misunderstanding of the exact nature of the 
contract of transfer. 
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When several companies are consolidated into one owner- 
ship unit the method of payment for each usually varies accord- 
ing to the character of the assets acquired. These assets may be 
roughly grouped under three headings and the method of payment 
usually varies with regard to each group. The three groups may 
be referred to as, first, current-working-capital group; second, 
fixed-asset group; and third, goodwill and other intangibles. 

Ordinarily the payment for the first group must be either in 
cash or in some form of security of a fairly liquid nature, or a 
combination of the two. The payment for the second group 
ordinarily is made by some form of long-time security either in 
the nature of a bond or of a preferred stock. Payment for the 
third is most commonly made by common stock of the new cor- 
poration. As the value of this group of assets depends largely 
upon its earning power, over and above a fair return on the cost 
of other assets, it is proper that the method of payment should 
be such that the income should be in the nature of dividends 
paid out of earnings after the financial requirements of the other 
forms of securities have been met. 

Considering the consolidation as a whole, the accountant should 
see that the method of payment for each unit should be such that 
the consolidation will be properly balanced as to cash, other cur- 
rent assets, fixed-asset investments, liabilities and other out- 
standing securities. The financing plan of the consolidation 
must be such as to provide for the purchase of the various units 
and provide sufficient funds for proper operation without unduly 
burdening future operations by fixed charges or dividend 
requirements. 


Accounting work 

The payment for each unit absorbed must be in keeping with 
the ratio of value which that unit contributes to the consolidated 
whole. This necessitates uniformity so far as possible in the 
valuation of the various elements of each unit and its worth to 
the consolidation. 

Fixed-asset value is usually determined by appraisal. Most 
commonly this appraisal for purpose of settlement with the 
individual companies is made on the basis of sound value, that 
is, reproduction cost less accrued depreciation. For internal 
purposes of the consolidation these assets may be revalued upon 
the efficiency basis although the latter is seldom used for deter- 
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The determination of other assets and of liabilities is commonly 
made by the accountant on the basis of routine audit. This asa 
rule presents few complications, with the exception of the 
inventory which is discussed later. If the purchase price, or a 
variation in the character of the securities used in payment, 
depends upon the classification of the assets and of the liabili- 
ties, the accountant should have the approval of the purchasing 
parties with regard to the exact content of such classifications. 
Among the items to which consideration should be given are 
prepaid expenses, deferred charges, investments, supplies, etc. 
With regard to liabilities there must be some definite basis to 
serve as a dividing line between current liabilities and others 
that are not to be so classified. 

There is an increasing tendency to classify prepaid expenses 
among the current assets and the reasons for such inclusion are 
sound. Supplies in the nature of replacements of machinery and 
equipment may be grouped for this purpose as a subdivision 
under fixed assets, whereas other supplies may be grouped among 
the current assets. The complications of this character to which 
consideration must be given are too numerous for detailed 
discussion here. 

The question of the accountant’s proper responsibility for in- 
ventory has been the subject of much discussion. The account- 
ant may be properly held responsible for accuracy of inventory 
count, and of extensions and footings. I hold, however, that it is 
very doubtful if accountants in general are qualified to pass upon 
the character, the condition or the pricing of many classes of 
inventories. They can not be expected to have accurate knowl- 
edge with regard to all the technical gradations of merchandise 
in its manifold forms. Neither can they pass upon the condition 
of many classes of inventory items unless they possess a highly spe- 
cialized training in the particular industry involved. As an illus- 
tration, give consideration to an inventory of chemicals. Even 
the most able accountant might be and probably would be utterly 
at a loss to identify properly the various itemsin such an inventory. 
To depend upon a label would be letting down the bars to all 
forms of inaccuracy. The same may be said of countless other 
classes of inventories found in modern business. I hold that for 
the purposes of purchase the classification and the grading of 
inventories must be placed in the hands of technicians of the 
particular industry involved. Needless to say these technicians 
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should not be a part of the organization owning the inventory. 
It is sometimes found practical to appoint a committee among 
the various parties to a proposed consolidation which will lay 
out a scheme of classification and employ disinterested technical 
men to identify the various inventory items. This committee 
may also decide upon a price schedule applicable to each classifi- 
cation. The mechanical portions of inventory-taking may prop- 
erly be performed by the accountant. 


Determining value of intangibles 


Since the earning power of a business has a marked effect upon 
its sales value, entirely aside from the intrinsic worth of its tangible 
assets, the determining of such value forms a major part of the 
accountant’s work in the transactions which we are considering. 
Usually the sponsors of the security issue desire an earnings state- 
ment for a number of years preceding the date of consolidation. 
With regard to each unit these statements are usually prepared 
on two bases: (a) the earnings as recorded, with such adjustments 
as the accountant finds necessary in the course of his investiga- 
tion; and, (b) a statement of adjusted earnings wherein the 
figures as shown by the accounting records are adjusted for the 
purpose of establishing as between all the units certain uniform- 
ity with regard to expenses that are more or less of an arbitrary 
nature. These expenses include such items as the following: 


. Managerial salaries 

Capitalization of fixed expenditure 

. Depreciation 

Profit or loss on the sale or other disposition 
of fixed assets 
and the like. 


we 


Managerial salaries, particularly in close corporations, are 
usually arbitrary and are frequently fixed at as high a figure as 
will be allowed by the internal-revenue department. Some 
method of establishing uniformity in this item must be deter- 
mined by the purchasing body. Items of expense related to 
fixed assets may best be determined by a retrospective appraisal 
which will establish the proper additions to fixed assets for each 
year and the proper depreciation for each year. This method 
establishes a uniformity with regard to all companies concerned 
to supplant the methods used in the individual companies, 
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which usually reflect on one hand the desire of a corporation to 
show a profit and on the other hand a desire to save income 
taxes. In determining the true earnings for the purpose of cal- 
culating value of intangibles a company should not be penalized 
because of the conservatism of its management nor should it be 
handed a bonus because of a treatment far from conservative. 

Another element that may enter into this modification of 
earnings involves the question of non-recurring charges, such as 
unusual losses and unusual expenditures not necessitated by the 
operation of the company. 

The accountant may also be required to prepare a statement of 
prospective earnings of the consolidation. Such a report should 
be based upon past performance adjusted by such modification 
of expense as may be determined by the management of the 
consolidation, such as managerial salaries, depreciation and items 
of a similar class already discussed, together with changes in 
financing expense in keeping with the requirements of the scheme 
of capitalization of the consolidation. Since such a statement 
does not show past or present facts but only expectations, it 
can not be certified and preferably should not appear over the 
signature of the accountant. It is at best a mere guess and while 
of value to the parties issuing securities, it is not within the scope 
of recognized accounting reports. I do not intend to convey the 
thought that the accountant should not prepare such a statement 
if asked. I merely intend to emphasize again the fact that an 
accountant’s certificate must deal with past or present deter- 
minable facts. 

There has been no attempt in this address to give a technical 
or an exhaustive treatment of the subject matter, but rather to 
point out the various activities which the accountant is called 
upon to perform in these days of extensive reorganizations, merg- 
ers and consolidations. The accountant is being consulted more 
and more with regard to the effects of the various elements within 
his realm in addition to his function in verifying and summariz- 
ing the results of what has been. His advice is more frequently 
sought with regard to what should be done. More and more he 
is being asked how to produce desirable results and avoid un- 
desirable ones, instead of being held merely to pointing out what 
should have been done after it is too late to change the conditions. 
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Current Assets and the Going Concern 
By Maurice E. PELOUBET 


The average accountant, if asked on what basis the average bal- 
ance-sheet for publication or credit purposes was prepared would 
in all probability say ‘‘ on the basis of a going concern.”’ This 
would no doubt be amplified by a statement that going-concern 
value was particularly applicable to patents, goodwill, franchises, 
trademarks and other intangibles, to a lesser degree to plant and 
to a limited extent to current assets. Land is probably the only 
item that ordinarily would or could have a larger liquidation value 
than its going-concern value as appreciation unrealized would rep- 
resent no certain increase in value so long as the land was used 
for company purposes. 

So far as methods of valuation are concerned, with the excep- 
tion of some types of inventories, the characteristics of which are 
discussed later in this article, most balance-sheets, when they do 
not attempt the impossible in recognizing changes in the value of 
the dollar by means of periodical appraisals or when they are not 
permeated by a false and occasionally dangerously misleading 
conservatism, do usually give valuations which are, as near as 
practicable, going-concern values. 

For a statement to be in all respects on a going-concern basis 
however, classification as well as valuation must be considered. 
Classification should be subjective rather than objective and 
should usually be an expression of the intentions of the manage- 
ment or a reflection of the internal conditions of the business in- 
stead of being determined by the nature of the asset. This may 
at first glance be considered an over-refined subtlety, but it is im- 
plicitly if not avowedly accepted in part by all accountants and 
most business men. Any accountant would insist on treating se- 
curities of a company listed on the stock exchange as a fixed asset 
in the case of a holding company, owning say 60 per cent. of the 
stock for purposes of control, and would be equally positive in 
holding that another company, which invested funds temporarily 
unnecessary for business purposes in that security, should treat 
the stock asacurrent asset. This is asimple and obvious case but 
shows clearly that the relation of the asset to the operations of the 
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business is, or should be, the guide to its balance-sheet classifica- 
tion. Many other instances come to mind; for example, cash in 
a sinking fund is not a current asset; land in a land company is 
not, or it is not desired it should be, a fixed asset. Iron pipe in one 
company is finished goods, in another supplies and in a third 
building equipment. Left to themselves accountants would 
probably have evolved a logical and informing classification re- 
flecting with a high degree of exactitude the internal conditions of 
the business and the intentions of the management. 

The present method, however, of arranging the various items 
on a balance-sheet is not clear, logical nor informing. It is a 
hybrid resulting from the conflict of the desire of the accountant 
and business man for a statement on a true going-concern basis 
and the demand of the banker and possibly some portion of the 
investing public for a statement which is, to all intents and pur- 
poses, on a liquidation basis. 

Most balance-sheets are prepared on the assumption that there 
are two sorts of assets, permanent and transitory. The chief 
characteristic of the first group is that it is less immediately 
realizable than the second group. The first group is realized 
by a gradual encroachment on the whole and the second by real- 
ization of individual units. Classifications such as deferred 
assets, intangible assets and others of similar import are merely 
subdivisions of the two principal groups or items waiting to be 
assigned definitely to one or the other of them. 

This information is doubtless of great value to a banker making 
a loan or toa bondholder. They are concerned, however, not in 
the business as a whole but in seeing that their interest and prin- 
cipal are secured and reasonably certain of payment at the due or 
maturity date. For the operating executive or stockholder such 
information not only has little or no value but such a statement 
in many cases obscures the facts affecting the enterprise as a going 
concern. 

In considering the question of classification it is well to remem- 
ber that a balance-sheet is a financial statement, an account of 
money invested on the one hand (the capital and liabilities) and in 
what it was invested (the assets) on the other. It is not a state- 
ment of the present realizable value of the company or a summary 
of the present value of its property, although by proper statisticai 
methods such statements may be prepared with the financial fig- 
ures as a basis. 
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Now, if it is the investment that is being considered we need not 
concern ourselves too much with the physical permanence of the 
components of the assets. Some do not change at all—goodwill or 
patents for instance—land changes little, buildings more, ma- 
chinery still more, supply inventories are cleared out and replaced 
say twice a year while raw material goes through with as much 
rapidity as the manufacturing processes permit. Accounts re- 
ceivable turn over about in proportion to the terms of credit, and 
cash on hand is, of course, regulated by the terms on which 
supplies and raw material are bought, as compared with credit 
given on sales, and by payroll requirements. 

Is it not true that, from the point of view of a going concern, the 
raw material required to keep the factory or mill in operation, the 
supplies required to be kept on hand for operating or emergency 
purposes, the receivables necessarily carried by reasan of credit 
terms and the cash needed to finance payrolls and purchases are 
fixed and permanent investment of money in the enterprise to the 
same extent that land, buildings and machinery are? True, they 
may be realized more quickly but they can not be realized so long 
as the business continues. If the business falls off they may be 
realized in part but it is equally true that part of the plant may be 
sold under other conditions also. 

Is it then necessary or even proper to classify all assets used 
in the business under one head? It does not appear so because, 
while there is no cleavage in fact such as is artificially made in bal- 
ance-sheets between fixed and current assets, there are certain 
characteristics of the two groups which should be recognized. 
The chief difference is that in the first group the investment is in 
substantially the same items in periods of light or heavy output 
and the physical property remains practically the same. In 
the second group the physical property is always in motion 
through the business and, while the total investment in the group 
is fairly constant, one element will increase while another will de- 
crease, as in periods of curtailed production cash will increase while 
inventories and receivables decrease and supplies remain about 
the same. This increase in cash, unless the recession in business 
is permanent, is not and should not be considered to be a realiza- 
tion of assets, as when business increases raw material will have to 
be bought and more credit be granted. 

The shifting from inventories and receivables to cash in periods 
of depression and the increase of inventories and receivables in a 
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period of recovery would have no effect on the status of the busi- 
ness provided raw material prices were constant. However, 
there are practically no raw materials of which this is true. In- 
ventories of raw materials, therefore, to the extent that they are 
required for operations of the mill or factory might more properly 
be carried at a constant price, excess amounts being carried at 
cost, while depleted inventories should be replaced at fixed prices, 
operations bearing the difference between cost and fixed prices as 
operations previously benefited when raw material at fixed prices 
wasconsumed. This situation may also be dealt with by an inven- 
tory reserve. If some such method is not adopted in industries 
carrying heavy raw-material inventories, fictitious gains or losses 
will occur whenever the inventory is priced. This is only true of 
those industries where a constant stock of raw material must be 
maintained and would not apply to any factory working on special 
orders or one whose product changes radically from year to year. 

A third group of assets will arise when the cash on hand becomes 
greater than is required for the operations of the business. This 
may remain as cash or be invested in securities, if not distributed 
as dividends. 

A new problem of classification is here presented to us. As is 
so frequently the case, answers to new problems may be found in 
old books. Adam Smith in his Inquiry into the Nature and Causes 
of the Wealth of Nations, published in the year the Declaration of 
Independence was written, says in chapter I of book IT: 

‘‘Every fixed capital is both originally derived from and requires to be 
continually supported by a circulating capital. All useful machines and in- 
struments of trade are originally derived from a circulating capital, which 
furnishes the material of which they are made and the maintenance of 
the workmen who make them. They require too a capital of the same kind 
to keep them in constant repair. A ; 

‘‘No fixed capital can yield any revenue but by means of a circulating 
capital. The most useful machines and instruments of trade will produce 
nothing without the circulating capital which affords the materials they are 
employed upon and the maintenance of the workmen who employ them. 
Land, however improved, will yield no revenue without a circulating cap- 
ital, which maintains the labourers who cultivate and collect its produce. 

‘‘To maintain and augment the stock which may be reserved for imme- 
diate consumption is the sole end and purpose both of the fixed and circu- 
lating capital. It is this stock which feeds, clothes and lodges the people. 
Their riches or poverty depends upon the abundant or sparing supplies 
which those two capitals can afford to the stock reserved for immediate 
consumption.” 

This seems to answer our question. There are three sorts of 
assets, those representing fixed capital, circulating capital and un- 
distributed profits not invested in the enterprise. These latter 
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alone are of course available for distribution to stockholders so 
long as the enterprise is to continue as a going concern. 

Is not this classification a safer and more reliable guide to finan- 
cial policy than an illogical mingling of circulating assets used in 
the business with funds not used in the business (but not yet dis- 
tributed) in a so-called “‘current’’ group on one side, the distribu- 
tion of which it is attempted to control by a parade of shadows and 
a legion of abstractions on the other bearing on their vague brows 
and impalpable breasts the legends “capital surplus’”’ “earned 
surplus”’ ‘“‘donated surplus”’ “ reserve for this”’ “‘ reserve for that”’ 
“reserve for the other’’? 

Let us continue to give bankers statements in the form they 
need, but at the same time let us realize that this form is for a defi- 
nite and limited purpose and is of little or no use to an operating 
or financial executive working within a business. Such a form is 
possibly not very informing to a stockholder. If an executive is 
told that he has, say, $1,000,000 of realizable assets, it is of little 
value, for he knows that most if not all of them are required for the 
circulating capital of the business, but if he knows that $800,000 
is invested in inventories, receivables and necessary cash reserve 
he can decide whether to pay a dividend or expand his operations 
with the $200,000 in excess of present operating requirements. 

While a statement on the principles outlined puts more respon- 
sibility on the accountant, in that he must determine whether cer- 
tain assets are or are not used in operations, in most cases it will 
not be difficult to decide, and the increased interest of his client in 
the accountant’s report will more than compensate him for any 
additional work or study involved. 
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Accounting for Mortgage Companies 
By J. L. PYLE 


The mortgage company came into existence some ten or fifteen 
years ago. Its growth has been phenomenal as it occupies a 
field without much competition. It is in many respects unique. 
It is a private corporation and operates under the general corpora- 
tion laws of the state in which it is chartered. It has very broad 
powers. It is not under the supervision of any state department. 
It is not limited to any particular method or field for lending 
money. The business activities of the mortgage company are 
supplementary to the work of a bank or trust company, but the 
accounting methods are different. 

Mortgage companies are divided into four general classes, 
designated according to their different activities: 

1. Companies granting only first-mortgage liens or first 

mortgages ; 

2. Companies granting junior liens or second mortgages; 

3. Companies granting both first and second liens or mort- 

gages; 

4. Companies acting as refunding agents for both the first and 

second groups. 

While, as a general rule, it may be said that the accounting 
methods used by all four groups are similar, yet a general knowl- 
edge of the activities of the different groups is necessary in order 
to make the proper application to the particular needs of each 
group. 

Group 1. To this group belong those mortgage companies 
operating under what I will designate as the “Baltimore plan”. 
These concerns purchase first liens or first mortgages on apart- 
ments, dwellings, etc., to the extent of fifty or sixty per centum 
of the appraised value. Such liens are usually for a term of from 
three to five years and are amortized over that term by monthly 
payments. These payments may be equal as to the principal 
with interest on the reduced balance, or the interest for the term 
may be added to the mortgage principal and the total divided by 
the number of months in the term of the lien. 

The mortgages are then turned over to a trust company acting 
as a trustee, which holds them, together with other mortgages, 
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for the benefit of bondholders. Bonds or debenture notes have 
been issued against these mortgages in amounts of not less than 
$100,000, but ranging from $100,000 to $1,000,000; these notes 
or bonds being in denominations of $100, $500 or $1000. These 
bonds are usually guaranteed against loss of principal and interest 
by surety companies, the mortgages underlying the bonds being 
fully protected with fire and tornado insurance and title insurance. 
The bonds are usually underwritten by bond and security houses 
and sold throughout the United States by the correspondents. 
The profit derived by the mortgage company is the percentage of 
the service charge and the difference in interest rate on the 
mortgages and the interest paid on the bonds. For instance, if 
first mortgages in the hands of the trustee are from those states 
where the interest rate is seven per centum and a three per centum 
service charge can be obtained, and the mortgage company must 
pay six per centum on its bonds, the mortgage company will have 
three per centum from which it must pay for the cost of guarantee- 
ing the bondholders against loss by a surety company, the cost 
of selling the bonds, the cost of printing the bonds and the per- 
centage to a correspondent, if one has secured the mortgage, 
leaving but a small balance of profit. From the difference be- 
tween the rate of interest received on the mortgage, which is seven 
per centum, and the six per centum paid on the bonds, must come 
the cost of interest and principal collection and the administrative 
expenses of the mortgage company. From this outline it will be 
seen that the mortgage company faces a serious problem unless 
it can secure the necessary volume of business. Volume is the 
factor which determines the dividend. 

A slight variation of the Baltimore plan is a concern which 
acts as a correspondent for the big life and fire-insurance com- 
pany, but particularly the life-insurance company. Insurance 
companies have grown to be a real institution in the affairs of 
men. The admitted assets as of September 30, 1927, of fifty-two 
legal reserve life-insurance companies were $12,810,378,000, and 
these fifty-two companies had 91.1 per cent. of the admitted 
assets of all United States life companies. Of these assets 43.2 


per cent. were in mortgage loans: 


Total farm mortgage investments of life companies... . $1,972,310,000 
Other mortgage a Prin eee 3,564, 130,000 


$5,536,440,000 
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The farm-mortgage investments constituted 15.4 per cent. of 
all life-insurance company admitted assets and “ other mortgages”’ 
constituted 27.8 per cent. 

The ‘‘insurance type’’ mortgage companies are very numerous, 
especially through the middle-western and southern states where 
trust funds are not so readily available as in the eastern states. 
Many of these companies guarantee the principal and interest to 
the insurance company or at least agree to take over the property 
in the event the mortgage is foreclosed. Several mortgage 
companies specializing in farm mortgages have failed in their 
attempt to live up to their end of the agreement. 

The service charges collected by these types of mortgage com- 
panies are often in the form of notes which are really second or 
third liens against the property. These notes are payable at a 
definite period or they may be a series of notes spread over the 
term of the mortgage. Care must be exercised in the handling of 
these control accounts. 

Group 2. To this group belong those companies which 
specialize in the purchase of second liens. These companies as a 
general rule purchase with their own funds the second liens, 
securing their funds from the sale of stock and collateral trust 
certificates, using their second mortgages as the collateral for 
bank loans, etc. 

A few mortgage companies have been successful in disposing 
of collateral trust notes. The banks are not educated to the 
value and advantages of second mortgages as collateral for invest- 
ment securities. So the practice is not general. One or two 
companies have been able to use the Baltimore plan in their 
second-mortgage financing. Still other companies have used 
ten-year debenture notes. These issues often carry a brokerage 
fee of ten to fifteen per cent. and can be handled for that reason 
only in large amounts. 

These mortgages are purchased by two different methods: 

1. The mortgage which is a term loan of the reducing type is 
purchased at a discount. 

2. The mortgage has a term of one year and may or may not be 
a reducing lien, and a service charge, bonus or premium is charged 
to the borrower of the money for the service rendered in securing 
the loan. 

As a general rule the first method is the one used, as by the 
purchase from the owner of the mortgage, and not direct from the 
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owner of the property or the borrower, the question of usury is 
avoided. For when the mortgage is in existence and can be 
acquired from the mortgagee by purchase, the usury statute does 
not apply, whatever the purchase price may be. Some few states 
permit the charge of a bonus, and in those cases the second 
method is the more desirable. 

Mortgages purchased at a discount whether they be first liens 
or second liens present a slightly difficult problem from the ac- 
counting viewpoint. If all the discount should be carried direct 
to the profit-and-loss account, the government would weigh down 
heavily on the mortgage company. For that reason, it is the 
practice to set up the discount as an unearned profit or credit, 
charge the account with such proportion of each payment as is 
presented by discount and credit the corresponding profit-and- 
loss account with that sum as a profit. The income-tax depart- 
ment has made the following ruling: 


_ — under article 42, revenue act of 1926, Regulations 69, 1. T. 1650, 

ia ceamir wns engaged in the business of dealing in mortgages, 
purchased at a discount. The income of each taxable year should include 
that proportion of each payment upon principal received in that year 
which the total profit to be realized upon payment of the mortgage, 
representing the difference between the purchase price and the face value, 
bears to the face value of the mortgage.” 

The keeping of such information and the calculation of the dis- 
count earned involves considerable labor but the difference in re- 
duction of taxes justifies the expense. Probably the best method 
of handling the detail is to carry a separate account on each 
individual ledger card or loose-leaf ledger page and, as a payment 
is recorded, to calculate the earned discount of that payment. 
A calculating machine is an almost indispensable assistant. 

Group 3. This classification is a combination of the first two 
groups discussed and is the type which is coming more and more 
into use. This condition is brought about by the competition 
of the savings banks, building-and-loan associations and an in- 
creasing number of individuals who lend small amounts on second 
mortgages, the large volume constituting a real competitor. 
National banks under certain rules which are being established 
by the comptroller of the treasury department may also enter this 
field. 

Another important factor is that second-mortgage companies 
find it necessary to control the first mortgage, to make sure that 
the first mortgages will not be called, which of course would em- 
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barrass the company holding the second liens. The holder of the 
second lien virtually guarantees the principal and interest of 
the first lien. Consequently, the second-mortgage company has 
gone into the first-mortgage business in order to protect itself 
against embarrassment and possible loss. 

Group 4. During the last year or so there has come into the 
mortgage field a new factor which, although it has not made 
itself felt as yet, will in time to come be most important. This 
factor consists of mortgage companies which are being established 
on a plan similar to that of the federal reserve banks. Mortgage 
companies throughout the United States will become stockholders 
in certain central companies, and these central companies will act 
as rediscount agents for first or second mortgages which the 
member companies will send them. Thus the member companies 
will have an opportunity to keep their funds liquid at all times as 
the central company will operate under the Baltimore plan already 
explained. Then, too, there are some central systems operating 
under the plan of purchasing fifty-one per cent. of the common 
or control stock of established mortgage companies in different 
sections of the United States, placing a few of their own directors 
on the board of directors of the local company but as far as pos- 
sible retaining the local management. The local member com- 
pany sends in the mortgage and is reimbursed. The central 
company finances itself through the sale of these mortgages sent 
in by the local companies by the employment of the Baltimore 
plan. 


BOOKS AND RECORDS USED 


For the smaller company with assets of less than one million 
dollars, the best accounting records are as follows: 


Record of cash received 

Acolumnar cashbook of from ten to twenty columnscan beused ; 
making the distribution of each cash item as it is received. A 
miscellaneous column with an account-number column will 
provide a distribution for the unusual items. Payments on 
account of mortgage principal may be posted to a single column 
and arranged according to subsidiary ledgers at the end of the 
month; or a separate column may be used for each ledger. 

For the larger mortgage company deposit tickets may be used 
and classified at the end of the day and one posting made. 
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Record of cheques drawn 

A columnar record similar to the record of cash received should 
be used. As the mortgage company is purely a financial concern, 
the cash records merely represent the daily debits and credits to 
the principal asset and liability accounts. Consequently the cash 
received and cash disbursed records are similar in design. 


Mortgages receivable 

The mortgages-receivable account is one which will give con- 
siderable concern to the mortgage-company accountant. Its total 
may run into the millionsand be composed of thousandsof individ- 
ual mortgage accounts. So numerous are these accounts that 
some method must be adopted that will insure their ready proof 
at the end of the month or the accounting period. If the mort- 
gage company is a national one, perhaps the best method is to have 
the subsidiary ledgers arranged according to location with proper 
alphabetical or numerical subdivisions. If the mortgage company 
is a local one, the subsidiary ledgers may have alphabetical or nu- 
merical subdivisions, although the alphabetical divisions are the 
most satisfactory. Local conditions must be the determining 
factor in the design of the subsidiary ledger, but, whatever the 
design may be, unless the account is brought into accord in each 
accounting period with the control account the design is worthless. 

Below will be shown a card ledger form common to the mort- 
gage business: 


Cwarentee No File No 
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PAYMENTS ON PRINCIPAL BALANCE Serge PAYMENTS ON INTEREST 





Whether a bookkeeping machine is better than a pen-and-ink 
posting is a matter which depends on the size of the company. 
Usually each account will have only a single posting per month 
and the company must have a sufficient number of accounts to 
justify the expenditure for the machine equipment. 

While the financial problems involved in the mortgage com- 
panies are often varied and intricate and while the volume of de- 
tail is great, the actual accounting problems are not difficult 
and not unlike those of a trust company. But the volume of 
detail and the method of handling the discount for income-tax 
purposes make mortgage-company accounting a subject which 
requires much study and research. 
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Contractors’ Accounts 


By A. R. M. BoyLe 


The accounts of contractors and construction engineers present 
some peculiar and interesting problems which it might be profit- 
able to discuss. Some of the projects undertaken by this class of 
business enterprise are of considerable magnitude. It is not 
uncommon for a single contract to extend over five years or more, 
and a payroll of from two to five thousand men is not a rarity. 
Such a contract assumes the proportions of a separate and com- 
plete business which would, in itself, be considered of sufficient 
size and importance to warrant and require the highest degree of 
organization and the most effective form of executive and account- 
ing control. And, in addition to the hazards of ordinary business, 
there are frequently encountered engineering problems difficult 
to foresee, impossible to avoid and far-reaching in their conse- 
quences. 

Many of these projects are in the nature of public works. A 
change of government or a political campaign may place the 
contractor in the unenviable position of having to defend his 
conduct in a most searching and bitter inquiry. Or the contract 
may be taken on a cost-plus basis, the accounts being subject to 
examination by the owner. 

There is, therefore, often an added necessity for a contractor 
to have his accounts and business records kept in such a way as to 
give accurate and satisfactory information in regard to his affairs. 

The divisions of a contractor’s organization may be briefly 
stated as: management, engineering, purchasing, general office, 
field. 

Where the contracts are large and far-flung and not conducted 
in close proximity to the head office, the tendency is to conduct in 
the field all the business appertaining to a contract which may 
safely and economically be delegated thereto, sometimes even a 
field purchasing office being established. 

The field organization, then, may consist of: engineering, 
superintendence, field accountant and other staff, purchasing, 
receiving, storekeeper, timekeeper, pay office, in addition to which 
may be found, for the convenience of the men, a commissary, store 
and hospital. 
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In many cases the contractor is subject to severe penalties for 
delay in the progress or completion of the work. Sometimes 
attractive premiums are provided for completion in less than the 
stipulated time. The despatch and precision gained by centering 
control in the field may therefore far more than compensate for 
any disadvantages, and it also has the advantage of allocating as 
direct charges to the job, many items that would otherwise have 
to be dealt with as overhead. 

The expenditures of a construction company may be divided 
into two chief groups—direct and indirect. 

In this division, direct expenditure is meant to include every 
kind of expense or disbursement that can be definitely charged 
against a particular contract. Indirect expense is composed 
entirely of head-office expenses. It includes general management 
salaries and expenses, head-office purchasing department, 
accounting and clerical, engineering and estimating not applicable 
to work in progress, supplies and other office expenses. 


DIRECT EXPENSE 


Direct expense may be dealt with under the subheads, labor, 
materials, supplies and tools, machinery and equipment, mis- 
cellaneous and sub-contracts. 

The problem of maintaining a force of skilled and unskilled 
labor at work on a contract at some distance from the centers 
of employment has always been a difficult one. In recent years, 
when labor has been scarce and dear under the best conditions, 
the task of getting men to go into camps miles from any social 
activities has been an almost impossible one. In one instance 
which came to the attention of the writer, the labor turnover for 
one month on a job employing two thousand men, was three 
hundred per cent. That means that to keep two thousand men 
on that job for that month, six thousand men had to be hired and 
six thousand men quit. This sounds ridiculous, but it wasa fact.* 

Such a condition of affairs necessitates the maintenance of an 
employment office and a force of employment agents. These 
agents visit the various employment agencies in the large cities 
and collect gangs of men to be shipped out to the job, the com- 
pany’s own agent usually accompanying each gang to its 
destination. In some cases, fees have to be paid to city agencies, 





* This incident occurred about the time of abnormal building conditions which existed in 1919 
and 1920. Labor difficulties are less severe today. 
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and in nearly all cases the fares of the men have to be advanced. 
The latter are usually deductible from the first earnings. Then, 
too, these men will have to be housed and fed at the commissary, 
for which charges are made deductible from wages earned. It 
frequently happens that men ship in, turn up regularly at the 
commissary for meals but fail to report at any time for work. 
In order to prevent this the commissary must be supplied with 
daily reports of the men on the payroll. It is then the duty of the 
commissary to see that only such men are accommodated. 

Quite frequently when such men are found they simply walk off 
the job. Fares, commissary and other charges against them are 
therefore lost. Often they will work a half day or a day and then 
quit, the charges against them being more than the wages earned, 
again resulting in a loss to the contractor. 

The most common method of dealing with these expenses is 
simply to charge all such items to employment expenses, fares 
advanced, commissary losses, etc., as and when incurred, these 
accounts being in turn credited with any amounts deducted on the 
payroll. This, however, will not detect any of these losses which 
are due to the carelessness of the time office or of the pay office in 
not properly reporting or deducting such expenses from wages. 
In order to detect these a report should be prepared weekly and 
submitted to the superintendent or field accountant. This report 
should be in columnar form with columns for the name of the 
man, date and place hired, fare, commissary and other advances, 
particulars of time worked and wages earned, amount of advances 
deducted from wages, and advanceslost. Thetotalsofthecolumns 
relating to advances and deductions must agree with the entries 
in the corresponding ledger accounts. The particulars of time 
worked and wages earned need not be filled in where the advances 
have been wholly recovered. A glance at such a report will im- 
mediately reveal any wages that have been paid before all ad- 
vances were recovered in full. 

The method of time-keeping employed by contractors differs 
somewhat from that employed by most industrial concerns. In 
the ordinary factory or works, when a workman enters the gate he 
is confined within his employer’s premises by walls or fences. In 
most cases he is stationed at a certain point or has certain work 
to do and his absence from his appointed place would soon be 
noticed. In any event, he can not leave his employer’s premises 
except through the gate where the timekeeper is stationed. 
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On a construction job, however, no such restrictions can usually 
be placed on a man’s movements. There is often nothing at all 
to prevent him, so far as physical barriers are concerned, from 
leaving the job at any time. In such circumstances the following 
method of checking time is resorted to. 

A daily time-sheet is prepared in columnar form, the columns 
being headed somewhat as follows: 


Field Foreman 
No. In A.M. P.M. Out Hours No. Hours 


These sheets usually contain two sets of the above columns and 
have fifty lines, numbered from 1 to 100. This allows one 
hundred men to be recorded on each sheet. 

When a man is hired he is given a number and a badge with 
this number on it, which he is expected to wear constantly 
while at work. These numbers are arranged in series of, say, 
thousands. Each class of labor is given a different series. Thus, 
bricklayers may be numbered from 1000 to 1999, carpenters 2000 
up, ironworkers 3000 and soon. This method is most helpful to 
the inspectors and superintendents who can tell by a man’s 
number the kind of work he should be doing. 

As each man comes in in the morning he files past the time 
office and reports his number. This is recorded in the daily time- 
sheet by the clerks on duty in the “in’’ column in numerical order. 
A separate sheet is kept for every hundred. At the same time the 
man receives a work-card which he takes to his foreman. This 
work-card is filled in by the foreman as to the number of hours 
worked and the nature of the work done, or if the man has worked 
for more than one foreman, by each foreman for the number of 
hours worked under his supervision. This card is turned in at 
night to the time office as the man reports out, the clerk on duty 
marking the time in the ‘“‘out”’ column of the daily time-sheet. 
From the time entered in the “in’’ and “out” columns the 
number of hours worked is entered in the ‘“‘hours’’ column. 

Each foreman is required to make out each day a card showing 
all the men who worked for him that day, the time worked by 
each and the nature of the work done. 

The foreman’s card is first checked from the work card turned 
in by the men and then the time on the foreman’s card is entered 
on the daily time-sheet. When this is complete, the total time 
reported by the foreman for each man should agree with the time- 
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keeper’s record in the “in” and ‘“‘out’’ columns. The analyses of 
labor or the cost sheets from which the unit costs are prepared are 
then entered from the foreman’s cards. The total of these cost 
analysis sheets for a week must agree with the weekly payroll. 

A further check, peculiar to the class of work, is kept on the 
time of the men. It is called the field check. As already men- 
tioned each man must wear a badge with his number on it all the 
time he is at work. The field checkers go over the entire job 
twice each day, once in the forenoon and once in the afternoon. 
Their duty is to find and take the number of every man that is 
working. They then return to the time office and turn in their 
check to the timekeeper. Each man reported by the field 
checkers is then marked off in the field column on the daily time- 
sheet. This completes the preparation of the time-sheet. The 
time shown to the credit of each man is then entered from the 
time-sheet to the payroll. 

Before leaving the consideration of the time-sheet, however, it 
may be well to mention another step which is sometimes but not 
always taken. It can be readily imagined that the field check 
does not always tally exactly with the time office reports of the 
men at work. The field checkers are given no information as to 
the men on the day’s payroll. Each checker is given a portion of 
the job which he has to cover. The men are constantly being 
transferred from place to place. When the checkers have half 
finished their check it is quite possible for a man to transfer from 
an unchecked portion to a checked portion either of the ground 
covered by different checkers or even within the territory of the 
same checker. That man will in all probability be missed by the 
field check. It is also quite easy for a man to be working by 
himself in some out-of-the-way or hidden corner so that he is 
missed by the checker, without any great fault of the latter. A 
man working down in a sewer or up on structural steel work may 
call his number to the checker. The checker may get it incor- 
rectly and so report as working a number not on the payroll and 
fail to report a man who is on the payroll. Inquiry should be 
made immediately as to all missing men and in addition a daily 
and monthly report of men shown missing by the field check 
should be prepared. 

This daily report should show the name of the foreman who 
reported the man as working. This will form a valuable check on 
the foremen and indicate any who frequently report men who can 

34 


t 
' 





——————EE 








Contractors’ Accounts 











not be found. The monthly report should have thirty double 
columns, a column for the a.m. and p.m. of each day. The name 
of the workman should be entered on the left-hand side and each 
time he is missing from the field check marked. This will indi- 
cate the frequency with which a particular man is missed and 
draw attention to any who make a habit of loafing or absenting 
themselves from the job. 

The payroll should be divided into sections to correspond with 
each class of labor employed, such as carpenters, bricklayers, etc. 
Sections should also be provided for foremen and superintendents, 
purchasing, accounting office, etc. The time is entered from the 
daily time-sheets. The preparation of the payroll should be sub- 
ject to approved methods of internal check which present no 
peculiar features and need not be discussed here. A recapitula- 
tion should be made giving the total of each section and the total 
payroll. The section totals should be charged in the job ledger to 
the account for each class of labor and the total should be credited 
to payroll account. Columns should be provided for commissary, 
stores, hospital or other deductions. All wages paid should be 
charged to payroll account and not to the labor account. 

The materials to be used are first dealt with by the engineers 
and architects in their preparation of the plans and estimates for 
the work. 

The actual requisition usually originates with the foreman in 
charge of each section and is submitted by him to the superin- 
tendent. All material requisitions should be submitted to the 
engineer in charge of construction for the approval of his depart- 
ment. It is his duty to see that the material requisitioned is in 
accordance with the plans and specifications and also to keep a 
record of materials ordered so that duplications may be avoided. 
Much of the material is ordered from blueprints and is of special 
pattern and size, as, for example, structural steel. In such a case 
each piece as ordered should be marked off the plans by the 
engineer. 

In many instances the requisitions originate in the superin- 
tendent’s or engineer’s office. 

The approved requisitions are passed to the purchasing agent. 
It is his duty, not only to keep familiar with market conditions, 
receive bids, award contracts and place orders for materials, but 
also to keep accurate records of the materials ordered, quantities 
delivered and balance due, so that information is available at all 
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times as to the necessity of placing further orders. It is also his 
duty to see that the materials are on hand at the time required and 
o: the required quality. Any failure to maintain an adequate 
supply of materials may result in delays in the work which may 
prove expensive. 

In recording purchases a card record is usually employed. 
Orders placed are entered both as to name of materials and also 
under name of vendor. The purchasing department should 
advise the receiving office of all orders placed and the date when 
delivery has been required or is expected. Carbon copies of all 
orders should also go to the accounting and engineer’s offices. 

The work of the receiving office is most important. A car scale 
should be provided early so that the car weights of bulk materials 
such as sand and gravel may be checked. The chief receiving 
clerk should receive a copy of all orders issued by the purchasing 
department. In the case of specially designed or cut materials 
such as steel, the receiving clerk should be supplied with sufficient 
information to enable him to store or deliver to the proper fore- 
man these particular goods. Any failure to do this may result in 
such materials being cut up or used in a wasteful way for pur- 
poses for which they were never intended. These materials if 
improperly used will then be missing when wanted for work 
which may have been started with the knowledge that the neces- 
sary materials had been received. 

The material checkers should not be supplied with full informa- 
tion as to the material they are assigned to check. They may be 
supplied with descriptions and sizes, if necessary to place and clas- 
sify the goods properly, but should generally have no intimation as 
to quantities. When materials have been checked, a receiving 
report should be prepared, a copy of which should go to the pur- 
chasing office, a copy to the engineer’s office and a copy to the 
aecounting office. The purchasing office makes a record of the 
materials received so as to keep its record of materials on order 
correct. The accounting office should enter the receipts on its 
copy of the purchase order, space for this being usually provided 
on the back of the purchase order. Invoices are then checked and 
passed for payment from the accounting-office copy of the pur- 
chase order which contains a complete record of goods ordered, 
prices, terms, quantities received, shortages, damages or other 
deductions. The invoices when thus passed for payment are 
charged to the various materials accounts in the job ledger. 
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The receiving office on a large contract is a complete and impor- 
tant unit. It should be fully equipped. A part of its work is 
the maintenance of complete and accurate car records from which 
to refute or substantiate demurrage or other charges which often 
assume large proportions. Some familiarity with freight classi- 
fications and regulations is also essential. 

Supplies and tools when received are delivered to the store- 
keeper. A stock record should be kept of all stores. Supplies are 
issued by the storekeeper on requisitions signed by the foreman or 
superintendent. A recapitulation of all stores issued should be 
made daily and submitted to the accounting office so that the 
proper charges to material or expense accounts may be made and 
stores credited. 

Various methods of checking tools have been adopted. One 
that is as satisfactory as any is as follows:— Each man is given a 
tool check when he is engaged. When he needs any tools he is 
supplied with an order by his foreman. He then goes to the 
storeroom, turns in the foreman’s order and also his tool check and 
receives the tools he requires. So long as he isin possession of any 
tools, his tool check remains in the storeroom. When he has 
returned all tools taken out his tool check is returned to him. 
Before any man can receive pay on being discharged or quitting, 
he must return his tool check to the paymaster as evidence that 
there are no charges against him in the storeroom. It is usual 
for such items as picks and shovels to be issued to the foremen who 
take charge of them, issuing them to their men in the morning and 
collecting them at night. 

A contractor’s machinery and equipment is all of a movable 
character and is transferred from job to job as need requires. In 
many cases equipment such as locomotives, cranes and steam 
shovels are not owned by the contractor but rented, or the con- 
tractor may augment his own equipment during a busy period 
with rented machinery. 

In any event, whether rented or owned, a machinery and 
equipment record should be kept. In this book a separate ac- 
count should be kept for each item of machinery. It should show 
whether each item is rented or owned, and cost or rental, where 
and when employed, etc. 

In the case of rented machinery the charge to be made against 
the job is simple. It consists solely of rentals paid, repairs and 
running expenses. 
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In the case of machinery owned the matter is more difficult. 
A regular depreciation rate per annum can not always be em- 
ployed. Depreciation accrues more rapidly on equipment that is 
in use on a job than when it is in the contractor’s shed. It also 
is subject to greater wear and tear on a job where it is being 
worked night and day at high pressure than on one where it is 
employed in a more leisurely fashion. The question, then, is 
one to be answered according to the conditions surrounding 
each case. 

A method which has been employed, and which would appear 
to be a most satisfactory one, is to charge all equipment and 
machinery to the job at a fair value as it is shipped. When it 
leaves the job it is again valued and the job credited. This 
method has some advantages especially so far as equipment is 
concerned. Since the job is charged with what it receives and 
credited only with what it returns, lost, broken or damaged pieces 
are not overlooked. For many items of equipment this is the 
only practicable and accurate solution. When it is employed 
care must be taken to see that the method of valuation takes into 
consideration only original cost and wear and tear through use. 
Any mere fluctuations in market values must be disregarded. 

It is usual for the main contractor to sub-let large portions 
of the work. Any part of a contract may be sub-let but the most 
common sub-contracts are for plumbing, heating, electrical and 
machinery installation, etc. 

Sub-contracts present no peculiar difficulty. An account 
should be opened for each sub-contractor. The job is charged 
with the amount of the contract awarded to him and his account is 
credited. Payments made on sub-contracts are regulated accord- 
ing to the amount of work done as shown by the certificates of the 
engineers. Extras, shortages or changes in the work contracted 
for are adjusted between the job and sub-contractor’s accounts as 
and when determined. 

Items of miscellaneous expense such as photographs, insurance, 
traveling, field-office supplies and stationery can be charged to the 
proper expense account in the ordinary way. 

As already mentioned, in dealing with labor, the payroll should 
be divided into sections to record each class of labor separately. 
All superintendence, field-office salaries, wages of men engaged in 
the laying and removing of temporary tracks, watchmen and 
guards will therefore find their way into corresponding larger 
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accounts. Other items of miscellaneous expense will be charged 
through the voucher register. 


INDIRECT EXPENSES 


Indirect expenses comprise all expenses that can not be charged 
against any particular contract, that is, expenses of maintaining 
the contractor’s general office and organization. The only special 
question here is the apportionment of these expenses over the 
various contracts on hand, as an item of overhead. In some cases 
a distribution is not attempted, especially where complete field 
organizations are maintained. Where, however, all purchasing 
and management are conducted from the general office it becomes 
necessary to apportion general office expenses over the work in 
hand. This may be done on the basis of materials and labor 
consumed. 


GENERAL 


In the preparation of the annual accounts of a contractor, de 
parture must be made from the general rule that no profit on work 
in progress can be taken. Anyone who insists otherwise will soon 
find himself in an impossible position. It is absurd to say that in 
a contract extending over a number of years no profit is realized 
until the contract is completed. It is quite possible, indeed most 
frequently the case, that in the year of final completion only 
minor adjustments have entered into the work of that year. 

It may be that, owing to insufficient accounts or a lack of cost 
records, it will not be possible to ascertain accurately what profit, 
if any, has been made on the work done during the year. This is 
no reason why the entire cost should be treated as work in progress 
without further investigation. It is just as possible for a loss to 
have been sustained, and every effort should be made to find out 
the true position. 

In most cases trustworthy cost accounts will have been kept. 
The engineers are able to calculate with considerable accuracy the 
value of the work done. Any profits or losses disclosed under 
such conditions should be shown in the current year’s accounts. 

An important question to be considered is that of penalties. 
If the contractor is subject to penalties for delay in completing the 
work and the work gets behind so that these penalties are accru- 
ing, effect must be given to this condition in the annual accounts 
of the contractor by charging penalties and crediting penalties 
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accrued. This must be done whether the amount of the penalties 
has actually been deducted from the contractor’s instalment 
payments or not. If the work is subsequently brought up to the 
required state of progress the entries for these penalties may be 
reversed and credit taken. 


COST ACCOUNTS 

The all-important thing for a contractor to know is the cost per 
unit of the work he is doing. That knowledge is the foundation 
for the intelligent conduct of his business. His viewpoint is not 
so much that of the accountant as that of the engineer. His costs 
will not present the same uniformity as those of manufacturing 
concerns working under settled conditions. To take a simple 
illustration, the cost per cubic yard of excavations will fluctuate 
violently as the weather is fair or foul. The contractor is inter- 
ested, therefore, not only in the results his cost accounts show but 
particularly in why these results are what they are. 

The question of contractor’s costs is a technical one. Any 
discussion of it to be satisfactory would involve the explanation of 
a great amount of detail which is not within the scope of the 
present opportunity. Suffice it to say that the objects of a con- 
tractor’s costs are: 

1. Toshow the progress of the job from day to day or from week 
to week and to indicate whether the work is being carried 
out economically or extravagantly. 

2. To indicate when, where and why and by how much costs 
exceed or are less than the estimate. 

3. To furnish information for future estimating and to draw 
attention to portions of work in progress that need par- 
ticular attention. 

To achieve the above objects not only daily unit costs but also 
average weekly unit costs and average unit costs of work done 
to date must be furnished. 

The cost accounts are built up from analyses of labor and 
material accounts. Quantities of work done daily should be 
reported by the engineer in charge of the level and transit. 


CONCLUSION 
A comprehensive treatment of the subject of contractors’ 
accounts in all its phases is of course impossible in such a short 
space. The above remarks are intended, therefore, in a broad 
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and general way. An attempt has been made to bring out only 
such features as are peculiar to this class of business, and to give a 
fair indication of some of the conditions that have to be faced. 

Contractors’ accounts, perhaps more than most others, must be 
designed and fitted to meet the actual needs of each particular 
case. The procedure above outlined might therefore not be de- 
sirable in all cases; it might indeed be quite undesirable in some. 
It may often be quite inexpedient to establish a purchasing 
office in the field as has been here suggested. These and other 
matters are to be settled in accordance with the contractor’s 
experience and judgment, the extent of his organization and the 
problem at hand. 
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EDITORIAL 


In the May issue of THE JOURNAL OF 
ACCOUNTANCY we published somewhat 
extended comment upon the policy of 
The North American Company with reference to payment of 
dividends upon the common stock. At that time we drew atten- 
tion to the almost unique plan of distribution of additional 
stock instead of cash and pointed out that in reality this plan 
represented not only distribution of profits in marketable form but 
also of what was equivalent to “rights” to subscribe to stock at 
prices below the current market quotation. This matter is of 
interest to accountants who are concerned with the great ques- 
tions of financial structure of corporations, and our reference to it 
was purely academic. After the comment appeared we received 
a letter from Robert H. Montgomery questioning the validity of 
our conclusions and criticising adversely the policy of the com- 
pany. This letter, with the consent of the writer, was referred 
to Herbert C. Freeman, vice-president of the company, with the 
suggestion that he reply to the arguments advanced by Colonel 
Montgomery. We are glad to publish both comments herewith. 


The North American 
Company’s Dividends 


Editor, THE JOURNAL OF ACCOUNTANCY, 

Sir: I have read with great interest your editorial in the May number 
entitled ‘‘ Financing by stock dividends.” You state: ‘‘ It seems, therefore, 
that the best that can be said of the plan is that it has worked admirably 
so far.’’ I am not at all sure that the plan has worked admirably so far. 
I know several women who are so sure that the plan is an admirable one 
that they have invested practically all their money in stock of The North 
American Company. They justify themselves on the ground that the stock 
pays higher dividends than probably any other stock in which they 
could invest their money, and, as they need the income, they can not 
afford to buy stocks which yield less. I asked several of them if they knew 
what the earnings of the company are and in each case the answer has 
been ‘‘No.”” When asked as to what dividends the company pays, they 
say that they receive between six and seven dollars a year in cash dividends. 
It is beside the question to say that their statements are inaccurate. The 
fact is that they believe it. When told that the company earns some four 
or five dollars a year and can not possibly pay six or seven dollars in cash 
dividends, they shrug their shoulders and say that the best evidence of a 
dividend is the receipt of it, and that if the company did not earn the money 
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it certainly would not pay it. The company has made it so easy to con- 
vert the stock dividends into cash that the stockholders who leave orders 
with their bankers to sell the quarterly dividends either ignore or are ig- 
norant of the true status of the dividend. The sophisticated investor is 
not deceived, but if my friends are typical of the general run of stockholders 
of The North American Company eer are far from being sophisticated. 
The unsophisticated stockholder of a corporation who receives an extraor- 
dinary stock dividend may be assumed to be on notice that he is receiving 
something which must not be treated as ordinary income, but when stock- 
holders regularly receive quarterly stock dividends in an amount which 
does not strike them as being extraordinary, they are not to be blamed 
for assuming that the cash equivalent of the quarterly dividend represents 
a distribution of earnings equal in the aggregate to the cash value of the 
quarterly dividends. Irrespective of the truth of the matter, they believe 
that the company is paying at the present time about seven dollars a 
year in what to them is the equivalent of cash, and that the company 
would not be paying it if it were not earning it. 

The matter is quite important from the standpoint of public account- 
ants and I hope that if there is another side to it some of your readers 
will set me right. One solution which has occurred to me is that if the 
auditors of the company were to insist that there be charged against 
earned surplus the market value of the shares distributed as stock divi- 
dends, the whole plan would come to an abrupt end. 

Yours truly, 
RoBERT H. MONTGOMERY. 


Freeman's letter follows: 


Editor, THE JOURNAL OF ACCOUNTANCY, 

Sir: I very much appreciate the privilege extended to me, with Colonel 
Montgomery’s approval, of replying to his letter, regarding the dividend 
policy of The North American Company, in advance of its publication, 
in order that our communications may appear in the same issue of THE 
JOURNAL OF ACCOUNTANCY. 

When I read the editorial comment on “‘ Financing by stock dividends”’ 
I realized how provocative of discussion such a topic might well be. The 
questions involved—practical questions and questions of principle—are 
of profound interest and should be carefully studied by accountants. 
And since specific reference was made in the editorial to the company with 
which I am associated (The North American Company being the onl 
company paying common-stock dividends solely in stock), I had antici- 
pated the possibility of being drawn into the fray. 

Imagine then my disappointment on reading Colonel Montgomery’s 
letter! For, if I may say so without disrespect, it contains no argument 
either for or against the practice of paying dividends in stock. It may be 
a fact that some stockholders of The North American Company do not 
understand the nature of a stock dividend. There are 30,122 holders of 
common stock of the company, and among that number are some, un- 
doubtedly, who have not given the matter much thought. I had almost 
said it must be a fact, since Colonel Montgomery says it is; but then the 
thought occurred to me, how unique, how perfectly priceless it would be 
for the ladies with whom Colonel Montgomery discussed the subject, to 
find something—an insignificant something to be sure—which Colonel 
Montgomery did not gutte understand. Suppose those ladies had a sense 
of humor. Suppose, after all, they did really know what were the earnings 
per share on North American common and the source from which 
their annual income—pardon me, Colonel Montgomery—their annual 
cash realization, is derived. 

I have before me a copy of a simple four-page folder issued on April 
30, 1928, to every stockholder of record of The North American Company. 
It says very clearly that the consolidated earnings for the twelve months 
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ended March 31, 1928, were equal to $4.12 per share on the average num- 
ber of shares of North American common stock outstanding during the year, 
compared with $3.90 per share the previous year. Every quarter for some 
years past a similar statement has been sent to every stockholder and the 
facts have been given due publicity through the financial pages of the 
daily papers. 

Assuming, however, that these ladies and some of the men who hold 
stock in the company are entirely ignorant of the facts, what are the 
disastrous consequences suffered by them as a result of their ignorance 
combined with the dividend policy of The North American Company? 
There must be something detrimental to these unfortunate stockholders, 
some element of turpitude, because Colonel Montgomery suggests a 
solution, to which I will refer later. The facts, however, do not appear 
to support this view. 

A stockholder who invested in North American common at the begin- 
ning of the year 1923, before the stock-dividend policy was adopted, 
would have paid less than $25 a share for the stock and would have re- 
ceived thereafter stock dividends worth in the open market from say $2.20 
to $5.00 or $6.00 a share each year. Assuming these stock dividends to 
have been immediately sold, the original share bought in 1923 would 
nevertheless have a market value at the present time of upwards of $70. 
Despite the quarterly stock dividend of 2% ner cent., with the resultant 
increase in number of shares outstanding, the asset value behind each 
share at March 31, 1928, was 157 per cent of the corresponding figure at 
December 31, 1922. That asset value increased $1.44 per share in the 
last twelve months alone. In 1922 the earnings per share were $3.28; 
in the twelve months ended March 31st they were $4.12. 

There is nothing remarkable in any of these figures, possibly. Other 
successful companies have done as well or better. But what is there in 
them harmful or adverse to the stockholder which calls for any solution? 

May I venture to answer my own question in one way in which I am sure 
the words will spring to the lips of Colonel Montgomery? I think he may 
say (I do not know what else he can say), that such a stockholder whose 
original share in December, 1922, represented a one two-million-one- 
hundred-and-eight-thousand, five-hundred-and-eightieth part of the total 
equity while on April 1, 1928 that share represented only a one four-million- 
seven-hundred-forty-two-thousand, eight-hundred-sixty-‘r=t part (stock 
having been issued for property as well as for stock dividends during the 
five-year period), has sacrificed a part of his proportionate ownership in 
the company. This can not be denied. It can not, however, be advanced 
seriously as a practical objection to the stock-dividend policy. The 
stockholder has the option of retaining the dividend stock, and a very 
large proportion of the stockholders do so. One hundred shares of stock 
purchased early in 1923 is represented by approximately 163 shares at the 
present time. But even that does not represent the same proportionate 
share in the equity. The answer, in fact, to this purely hypothetical argu- 
ment is that practical expediency and the law itself recognize the desira- 
bility for dilution of the equity, in depriving stockholders of their preémp- 
tive right to subscribe in the case of stock issued for property. What 
difference is there, other than a purely theoretical and impractical one, be- 
tween surrendering to a third party a share of new stock issued for prop- 
erty and surrendering a share of dividend stock representing profits 
invested in new property? 

The public-utility industry is one in which vast amounts of capital 
are needed. The property and plant account of the North American 
properties at December 31, 1922, amounted to $188,860,469 and at 
March 31, 1928, (including additional properties acquired) to $620,- 
384,338, a more than threefold increase. Does the average stockholder 
wish to increase his investment in a corporation in any such proportion 
in a little more than five years? Adherence to the hidebound policy of 
proportionate ownership would, particularly in the acquisition of new 
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properties, tend seriously to retard progress. It is of importance only to 

individuals or interests who desire to retain legal control of a company 

and in the public-utility industry such people must have a very long purse. 
While it does not appear to me that the soundness of the stock-dividend 

policy has been effectively challenged in any sense, may I attempt in a 

few words to enunciate some of the principles upon which it rests. Per- 

haps Colonel Montgomery has not yet unmasked his batteries. His 
letter may be no more than a tracer bullet or trial balloon. When he 
really opens fire it may be useful to know what he is shooting at, as far as 

I can outline it. The factors underlying the stock-dividend policy are in 

my opinion as follows: 

1. The growth of population, the increased demand for electricity for 
industrial and domestic uses and the extension of power and light 
systems into new territory have called for many years past and for 
many years to come bid fair to call for the investment of new capital 
on a scale more than great enough to absorb all of the net earnings 
of the successful and progressive companies in this field. 

2. If the new capital is properly invested as part of a well balanced 
financial plan, it can be made to earn approximately the same return 
per dollar invested as the original capital, subject perhaps to funda- 
mental economic changes which will, however, if. they occur, be 
likely to reflect themselves in modifications of the percentage of 
yield to market price throughout the entire capital structure. 

3. If the percentage of earnings available for common stock to the net 
asset value represented by that stock is greater than the percentage 
of increase in the number of shares of common stock, then (a) the 
net asset value behind each share of stock and (b) the earnings per 
share of stock will tend to increase in spite of the increase in the 
number of shares outstanding. 

4. It is undesirable from the point of view of the individual stockholder 
simply to allow surplus to accumulate, with a resultant increase in 
asset value, earnings and market value per share. To do so, even 
assuming that stockholders themselves were satisfied with no dis- 
tribution of any kind, would simply invite abnormal fluctuations in 
market price, attendant upon rumors of stock spiit-ups, special 
stock dividends, etc. An outstanding issue of a comparatively small 
number of shares in a company showing large assets and earnings 
furnishes a fertile field {or manipulation. 

5. The payment of cash diviaends and the concurrent issue to stock- 
holders of rights to subscribe to additional stock, even at a price 
sufficiently below market to ensure the provision of needed new 
capital from time to time, in many cases imposes upon stockholders 
the necessity for paying into the company at irregular intervals, and 
in comparatively large amounts, sums in excess of the amounts 
withdrawn as dividends. Market prices are apt to fluctuate unduly 
in anticipation of such rights. (Incidentally, stockholders who are 
unable to subscribe or are not desirous of taking up their pro-rata 
share of the new stock are deprived of their proportionate equity in 
exactly the same way as stockholders who sell stock received as a 
stock dividend; in ny any objections which can be advanced 
against stock dividends are inherent in aggravated form in the policy 
of cash dividends with issue of rights.) 

6. The sound and logical procedure in such a situation, therefore, con- 
sists in the payment of stock dividends at regular and frequent 
intervals, at a uniform rate, which must be sufficiently below the 
actual rate of earnings on the asset value of the common stock to 
conform at all times to the principle laid down in paragraph 3 above. 
The practice of The North American Company answers to this test. 

This procedure involves the least amount of public financing, the 
smallest degree of disturbance of market prices and affords the 
maximum convenience to stockholders whether for retention of 
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proportionate share of equity or for realization of increment arising 

from earnings. 
May I now be permitted to say a word regarding the so-called “‘solution 
suggested in the last paragraph of Colonel Montgomery’s letter? It is 
true he speaks of it has having ‘‘occurred’’ to him and possibly did not 
intend it to be regarded as a well considered statement of procedure. At 
the same time it is only fair to the company to say that our auditors have 
never, to my knowledge, made so illogical a suggestion. Thereis, obviously, 
a direct connection between the rate of earnings and market price of stock. 
The present market price of North American common is a direct reflec- 
tion of the rate of earnings per share. It does not appear to be affected 
appreciably one way or the other by the stock dividend policy—it 
certainly is not inflated because of it. It isa truer, less disturbed reflection 
of earnings than is found in most cases, because the investing public knows 
what can be counted upon in the way of distributions. 

But the suggestion that the market value of the stock should be a con- 
trolling factor in the rate of distribution of dividends needs only to be 
stated to be discredited. The price which the market is willing to pay for 
earning power is an entirely extraneous factor from the point of view of 
the company. The only consideration guiding the management is main- 
tenance of earning power, with an adequate margin of safety. The asser- 
tion that they must attempt to regulate rate of return (in the case of 
stockholders who sell their dividend stock) to the percentage of earnings 
to price prevailing from time to time in the market is not a “‘solution”’ of 
anything; it is simply a proposed impediment upon an orderly and uni- 
form procedure carried out along sound lines. Any such plan as that 
suggested would perish of ingrowing ineptitude. The reduced and varying 
rate of issue of new stock would result in an irregular acceleration of the 
earnings per share; this would, in turn, result in an increase in greater 
proportion in the market price of the stock, calling for a continued reduc- 
tion in the number of shares of dividend stock to be issued. Over any 
extended period, the cumulative effect might bring about a ridiculous 
state of affairs. 

If Colonel Montgomery argues that the market may not always ap- 
praise earning power on a six per cent. or lower basis, my answer is that 
the procedure now being followed is happily applicable whether earning 
power is appraised at 6 per cent. or 12 per cent. 

The common stock of the company had a par value prior to April, 
1927, at which time the stock was changed into an identical number of 
shares without par value. Prior to the change the dividend stock was 
charged against surplus at its par value. Does Colonel Montgomery take 
exception to that procedure? Subsequent to the change, the old par 
value was adopted as the stated value of the no par value stock, and the 
company has continued to charge the same amount per share against 
surplus with respect to all stock dividends. The stock has, in Colonel 
Montgomery’s opinion, assuredly ‘suffered a sea-change’’ of a somewhat 
violent character if a treatment so thoroughly inconsistent with its former 
par value status as that which he suggests is demanded. 

It has been said that the Puritans disapproved of bear-baiting, not be- 
cause it gave pain to the bear but because it gave pleasure to the spec- 
tators. There may be some analogous reason for Colonel Montgomery’s 
objection to The North American Company's policy of stock dividends. 
They do no visible harm, they work no apparent injustice, but they do 
under existing conditions give a stockholder, whorealizes the dividend stock, 
a return greater than the earnings per share shown by the company’s 
profits. If there be any impropriety in this I must acknowledge a mental 
blind spot. I cannot see it. Let us consider for a moment, however, a 
similar situation arising under another form of procedure. The American 
Telephone and Telegraph Company is one of the outstanding corpora- 
tions of the world from many points of view and is generally regarded as 
a conservatively managed business from the financial standpoint. In 
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1927 its earnings amounted to $13.22 per share; in 1928 they will ibly 
exceed that figure slightly. The company pays an annual cash dividend 
of $9 per share and has recently issued to its stockholders rights to sub- 
scribe to new stock which have a market value of $14 for the rights at- 
taching to each share. In other words, with earnings of $13.22 per share, 
the stockholders receive a return of $23 a share. The “solution” would, 
of course, have been to issue the new stock, not at $100 a share but at 
some higher price more nearly approximating the market price of $180 a 
share existing before the issue of the rights, and following Colonel Mont- 
gomery’s theory the amount carried to capital account should be the 
market value of the stock. There has so far, however, been no suggestion 
of impropriety in the course followed by the management of that company. 
Incidentally the abrupt rise of twenty points which occurred in this con- 
servative investment stock is an example of what can so easily happen 
under the plan of cash-dividend-plus-rights. 
I beg you to accept my apologies for the length of this letter. The 
matter, however, is not one which can be dismissed in a few words. 
Yours truly, 
HERBERT C. FREEMAN. 
These letters raise many interesting questions on financing 
procedure. The matter is of importance and we shall welcome 


expression of other opinions from the readers of this magazine. 


The corporation commissioner of Cali- 
fornia recently promulgated rules for 
the conduct and control of investment 
trusts in that state which are of importance to the whole country. 
Indeed, it is not improbable that the example set in California 
will be followed in many other jurisdictions. Twenty years ago 
the investment trust was practically unknown in this country. 
In Great Britain the plan was initiated long before it found favor 
here and some of the most profitable securities known in the 
British Isles are the shares in the trusts established years ago. 
The principle of diversified investment for the small capitalist 
appealed to the conservatism of the British. It was recognized 
that it was perilous to carry all one’s eggs in one basket. But 
for some reason, which has not been explained, the investment 
trust did not meet a welcome here until within a very few years. 
Perhaps the American investor preferred to make his selection of 
securities for himself—it is rather typically American to refuse 
advice and assistance. Perhaps the plan was not properly pre- 
sented. But more probably the objection was that there were no 
great prospects of extraordinary profits. We all like to adven- 
ture on voyages to Golconda and care not overmuch for the 
slow and steady returns from trafficking on travelled seas. It is 
alluring to think of market profits, fabulous earnings for stock- 
holders, mounting figures on the ticker tape. Beside these 
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possibilities how tame and humdrum is the mere participation in 
a reasonably safe trust. Whatever the reason may have been, 
it is undeniable that the investment trust was not popular until 
some time after the war. Now several score have been formed. 
Their shares are sold quite readily. Their profits in a brief ex- 
periment have been satisfactory. We may take it, then, that the 
plan has become an element of our financial structure, and the 
question of control is, therefore, vital. The American investor, 
having decided that he will buy and keep stocks of such institu- 
tions, it is certain that he will call for substantial quantities of 
them. There is a vast amount of money seeking useful employ- 
ment—in all probability there has never been in the history of 
the world so much available monetary wealth in any one other 
nation as there is today in the United States. It may not be an 
altogether blessed condition, but its existence is acknowledged. 
A great deal of this surplus cash has already gone and more will 
go into exchange for securities of a newcomer, the investment 
trust. 

Consequently, it is incumbent upon all 
the states to safeguard, in every sensi- 
ble way, the interests of the people and 
to regulate sufficiently the operations of the companies which 
undertake to reinvest the funds of the people deposited with 
them in trust—for that is really what an investment trust does. 
It is said that about fifteen per cent. of the investment capital 
of the United States is concentrated in California, and it is not 
astonishing therefore to find that a progressively governed state 
with so large a part of the nation’s wealth in its jurisdiction 
should take prompt and effective measures to ensure fair play. 
The principal provisions in the new system of rules have been 
published in the Bulletin of the American Institute of Account- 
ants, and it is not necessary to repeat them here, but there is one 
requirement which is peculiarly significant. Every investment 
trust conducting business in California must submit to the cor- 
poration commissioner’s department financial reports showing 
assets and liabilities, including all contingent liabilities, and de- 
tailed statements of profit and loss. These statements must be 
presented twice a year and they must be prepared by independent 
certified public accountants. The reports must show whether 
the securities are carried at cost or market values and all securi- 
ties must be listed. Finally—and this is one of the most salutary 
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points—all such reports and statements must be sent to every 
holder of shares or certificates of participation in the trust. The 
other rules laid down by the commissioner are equally sound 
and protective. In a word, it seems that the man who desires to 
purchase shares of investment trusts in California may do so 
without serious misgiving or danger. Of course, there may come 
times of widespread depression when whatever securities one 
holds will be sadly affected and values generally will fall. Noth- 
ing can give absolute assurance of prosperity. But a scheme of 
distributed investment under rigid and intelligent supervision 
of the state offers as much as one can expect outside the safe 
but unremunerative realm of government bonds. The Califor- 
nia requirement that explicit information shall be given the share- 
holder is all good. It seems to afford a splendid example for the 
rest of the financial interests of the country. We come slowly into 
the way of ideally perfect procedure but we advance nevertheless. 
In the present case California may have stepped out ahead of the 
ranks but she will be overtaken by the rest. 


Striking testimony to the increasing 
value of accountants’ certificates was 
given at a recent meeting of the London 
members of the Institute of Chartered Accountants of England 
and Wales by F. C. Goodenough, chairman of Barclays Bank, 
Limited. Barclays Bank, as most of our readers know, is one of 
the largest and most powerful of the financial institutions of 
Great Britain, and anything which the chairman of that bank 
says may be regarded as worthy of careful and prayerful atten- 
tion. With the single exception of the Bank of England itself 
there is no bank in the British dominions which exercises an 
influence greater than Barclays. Mr. Goodenough refrained 
from reading a lesson to his hearers. He was not bent upon 
lecturing the accountants nor upon pointing out to them what 
they should or should not do to make plain and easy the task of 
the banker. What he said was more a message to the banker to 
avail himself to the full of the help which the accountant alone 
can render. Here is the gist of his remarks: 


Value of Accountants’ 
Certificates 


‘‘What has always attracted me most of all in your many-sided pro- 
fession has been the constructive opportunities which it offers from a 
business point of view, and this it shares in common with the bankers. 
To my mind the chief attraction in the business of the banker lies in the 
knowledge that, provided the banker manages his own business well and 
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carefully, he has the power of rendering great service to the community 
as a whole, by creating, improving and encouraging business. 

“It is in these days of slow but sure recovery from deep depression 
that constructive ability will be of the greatest service. 

“‘I have seen the business of Barclays Bank increase, within a period of 
thirty years, from assets of a value of £30,000,000 to a figure exceeding 
£350,000,000, apart from a further £100,000,000 of assets belonging to 
its subsidiaries, and our institution today is infinitely stronger and more 
effective than at any previous time in its history, whilst the services 
which it has rendered throughout to the public in general and the business 
community in particular are immeasurably great. Other institutions 
have doubtless had the like experience, and I am not claiming that the 
experience of Barclays Bank is in any way unique. 

‘In all these great movements the chartered accountant has played a 
great and important part, and I have had the handling of many construc- 
tive propositions of great importance and have solved many intricate 
problems of figures with the help of the chartered accountants. 

‘These great institutions, which have been built up in recent years, 
will form the sure foundations for greater commercial enterprise and 
prosperity in the future. 

“In these days of great business institutions which are forced upon us 
by competition, the work of the auditors in their perennial or annual 
audit is of the utmost value not only to the shareholders and to the 
public, but also to those who may be carrying on the business. 

“The bankers today place increasing reliance upon the expert analysis 
of their own and their customers’ accounts which is undertaken by their 
auditors. 

“TI feel myself that these investigations and the auditors’ certificates 
are deserving of greater weight and importance in the eyes of the public 
and of the shareholders than an over-elaborate statement of details 
which may not convey much to the reader but may be prejudicial to the 
interests of the business to which it relates. It is, of course, understood 
that the accountants cannot undertake the responsibility of valuing 
certain classes of assets that appear in the balance-sheet, in regard to 
which they have no expert knowledge, but they would take every reason- 
able care to satisfy themselves that the assets stand in the balance-sheet 
at a figure which is not more than a fair and legitimate value. 

“T am confident that the business sense of the chartered accountant 
will be directed towards preserving a true balance between the tendency 
towards mechanisation and standardisation of the present day and the 
maintenance of sufficient freedom for the conduct of a business upon 
reasonable business lines and for the encouragement of individual effort 
and skill. It is individual effort and skill which will lead to expansion of 
business in the future.” 


This is a message charged with deep meaning to all who are con- 
cerned. Perhaps its salient feature is the reference to the com- 
parative importance of details and certificates. Some people in 
this country are inclined to rely excessively on the facts, small 
and great, which are contained in statements, and to regard 
lightly the conclusions of the accountant which are summed up 
in his certificate. And yet it is to the certificate that the chief 
interest attaches. In the editorial pages of this magazine we 
have repeatedly endeavored to lay stress upon the necessity for 
reading and heeding the accountant’s certificate. That is the 
whole matter in brief. All the details of the report, schedules, 
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comparisons, etc. are only the supports upon which it stands. 
Many readers of the financial statements of a company are 
unable to understand what the printed figures mean, but the 
accountant is supposed to be competent to summarize the entire 
story in a condensed expression of opinion. He knows what his 
marshalled statistics reveal and in his certificate he tells the truth 
as he sees it for the benefit of the reader who lacks technical 
knowledge. It would be an excellent thing for the business world 
here if all our bankers grasped, as the chairman of Barclays 
evidently grasps, the essential factors of the case and placed 
the emphasis where it belongs—upon the certificate not the sub- 
ordinate details. 


Sometimes an accountant finds himself 
Has an Accountant . 
a Lien Upon Books? 1 4” unhappy state of doubt as to the 
ability to collect his fees from clients. 
Naturally this should not happen often, because an accountant 
is, as a rule, fairly well acquainted with the financial responsi- 
bility of his clients. But occasionally he accepts cases which are 
not all that they should be, and then he wonders when and how 
he will collect. Recently a question arose as to the rights of the 
accountant to retain the books of the client pending payment of 
fees. Apparently in this case there was reason to believe that the 
debt might remain a debt. As this was a question of law, the 
inquiry was referred to counsel for the American Institute of 
Accountants and the following opinion was received: 


“I have your letter of May 17 submitting the following question: 
“*If an accountant takes the books of a client to the account- 
ant’s office where he brings them up-to-date in making the necessary 
entries, is the accountant entitled to hold the books until his fee for 
the services has been paid?’ 
“The privilege of detaining and holding possession of some particular 
property of another as security for some debt or obligation has been 
extended in a variety of cases where persons by their labor and skill have 
imparted an additional value to the goods. For example, artisans, trades- 
men, mechanics and laborers who receive property for the purpose of 
mending, repairing and improving its condition have by common law a 
lien on such property until the reasonable charges for their labor and 
expenses thereon are paid. 

‘An accountant who makes entries in books placed in his possession 
for that purpose seems to occupy a similar position, and I am of the opin- 
ion that if that were the simple case presented he could hold the books 
until the reasonable fees for his services had been paid, assuming, of course, 
that there was no express contract to the contrary. However, if the 
accountant is given the books to make an audit and he does not put any 
entries in the books and does nothing to the books themselves, | should 
not think he would have a common-law lien or any lien on the books 
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unless there is some express contract to that effect or a statute in the 
particular jurisdiction providing for such a lien. 

“If the case involved both questions, that is, putting entries in the books 
and doing other work, I should not think his lien would extend to any- 
thing more than the reasonable services for putting entries in the books, 
that is, for the work upon the books themselves. 

_ “This view is supported by the case of Burleigh v. Clark, which you will 
find reported in The Accountant for 1901 at page 65, where a distinction 
was made between an auditor and an accountant and where it was held 
that the accountant had a lien on such books only as he had actually 
worked upon in respect of his proper remuneration for work upon those 
books only. In Scott Shoe Machinery Company v. Broaker, 71 N. Y. S. 
1023, it was held that an accountant employed simply to examine books 
of account had no lien thereon for his services.” 
There seems to be no valid reason to differ from the opinion of 
counsel in this case, much as it might appear desirable to with- 
hold the books until the fees had been paid. Perhaps the fees 
will never be collected. The only solace for the afflicted account- 
ant in such a plight is that he has paid for a lesson in precaution— 
and that perhaps is not much solace after all. 


; A correspondent who has been reading 
Qualifications Gone . , 
Mad some of the comments in past issues of 
. this magazine on the subject of absurd 
qualifications in the accountant’s certificate has been inspired to 
versification. The pages of THE JOURNAL OF ACCOUNTANCY are 
not often opened to verse, but every rule must be broken now 
and then. The poet in this instance may not be a master of his 
craft, but his words are as goads. 
“We have audited this balance-sheet and say in our report 
That the cash is overstated, the cashier being short; 
That the customers’ receivables are very much past due; 
That if there are some good ones they are very, very few; 
That the invent’ries are out of date and principally junk; 
That the method of their pricing is very largely bunk; 
That, according to our figures, the undertaking’s wrecked, 
But, subject to these comments, the balance-sheet’s correct.” 


Furthermore we venture to affirm that if such a certificate bore 
the name of a reputable firm of accountants—assuming for the 
sake of argument that any reputable firm would sign such a 
certificate, which of course is unthinkable—we could find bankers 
who would read only the name of the signatory and ignore both 
rhyme and reason. 
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Income-tax Department 


EpITED BY STEPHEN G. RusK 


Decisions of the supreme court of the United States carry weight as the final 
fiat as to the law of our country, and they are of importance to those interested 
in the subject matter upon which the decision is based. On June 4th that court 
rendered a decision of far-reaching importance on the subject of the jurisdiction 
of courts to review the commissioner’s determinations under the relief sections 
of the several excess and war-profits taxing acts. 

Briefly stated, the supreme court concludes that congress confided to the 
commissioner power of discretion to determine whether conditions surrounding 
a taxpayer's taxable income caused an imposition on him of an excess or war- 
profit tax out of proportion to that imposed on corporations engaged in a like or 
similar business, and that this power is not subject to review by the courts. 

The court distinguishes its decision in this case from that of the case of Blair 
v. Oesterlein Machine Company, by directing attention to the fact that in the 
latter case it decided only that the board of tax appeals was empowered to 
review the commissioner’s decisions and had the right to the sources of informa- 
tion (statistics, tax returns, etc.), upon which the commissioner based his 
determination. It points out that the law creating the board and defining its 
powers intended that the board was to “ perform the administrative functions 
theretofore performed by the committee on appeals and review,”’ which had 
formerly been established by the commissioner and had functioned as a part of 
his administrative organization. 

The much discussed revaluation as at March 1, 1913, by Commissioner Blair 
of Ford Company stock sold in 1919 by a group of stockholders, was not upheld 
by the United States circuit court, in the case of Fred R. Woodworth, collector, 
v. Alice G. Kales. 

The court held that: 

‘‘A commissioner may not, in the absence of fraud or mistake, clerical 
or otherwise, in any fundamental fact or matter of law, reopen and re- 
determine, upon re-examination of the same evidence, the question of 
March 1, 1913, value of stock . . . as fixed by a predecessor commissioner 
prior to the sale thereof at the request of the buyers of the stock for the 
guidance of the sellers, and used by the taxpayer on her 1919 return, (which 
value) was accepted and used by his immediate successor . . . in the 
assessment of the tax for such year, and was later approved and confirmed 
by subsequent successors in office including the commissioner who there- 
after determined the value of the stock.” 


It is apparent that the fact that the present commissioner approved and con- 
firmed the value placed on the stock by his predecessor was of considerable 
weight and proved a handicap to him in this litigation. It is not apparent that 
the decision in this case will be a bar to a commissioner’s reviewing and re- 
assessing taxes that were examined and assessed by his predecessors. 


SUMMARY OF RECENT RULINGS 


Amount paid in income bonds may not be included in invested capital for 
1917 to 1921, inclusive, where issued in payment of the goodwill of a corpora- 
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tion (the charter of which had expired) by a corporation which acquired the net 
assets other than goodwill in exchange for its stock, and the bonds were to be 
redeemed on or before a specified date from the net earnings of the corporation. 
(U. S. circuit court of appeals, second circuit, The Baker and Taylor Company v. 
United States.) 

Amounts received in 1919, 1920 and 1921 in payment of non-interest bearing 
notes maturing annually over a period of years, received in a sale of mineral 
property in January, 1913, secured by a mortgage on the property, are taxable 
on the excess of the amount received over the March 1, 1913, value of the notes. 
(U. S. circuit court of appeals, eighth circuit, Ruth Iron Co. v. Commissioner.) 

Profit from the sale of real estate is taxable in 1920 to a decedent on the cash 
receipts and disbursements basis where, pursuant to a written contract of sale 
entered into in 1919, 2%4% of purchase price was paid in 1919 and the balance 
was paid in 1920 in cash and purchase mortgage. (U.S. district court, Mary- 
land, Gideon Stieff, et al., executors, v. Galen L. Tait, collector.) 

The expiration of the statutory period for collection of a tax is not a defense 
in a suit brought after the expiration of such period on a bond given before the 
statute had run by a taxpayer and a surety in connection with the filing of a 
claim for abatement of such tax. (U. S. district court, E. D. Pennsylvania, 
McCaughn, collector, v. Philadelphia Barge Co. and National Surety Co.) 

Loss sustained on funding notes, secured in part by the pledge of assets and 
in part by a second lien on such assets, received prior to March 1, 1913, by a 
stockholder for advances made to the corporation, charged off as a bad debt in 
1920 when the securities were finally liquidated, is deductible, under sec. 202 
(a) (1), act of 1918, in the difference between the March 1, 1913, value and the 
amount realized thereon in 1920 on the liquidation. (Court of appeals of D. C., 
Charles F. Ayer v. Commissioner.) 

Accumulated dividends and undrawn salaries credited to certain stockholders 
on the books of a corporation, not represented by notes, and upon which no 
interest was paid, but left in the business pursuant to an agreement among such 
stockholders at the time of the incorporation, should be included in invested 
capital for 1919, 1920 and 1921, such amounts not constituting borrowed capi- 
tal. (Court of appeals of D. C., George Feick & Sons Co. v. Commissioner.) 

The court will consider the evidence as adduced in a hearing before the board 
of tax appeals, to the extent of determining whether or not the law, when ap- 
plied to the facts, establishes a cause of action. (Court of appeals of D. C., 
George Feick & Sons Co. v. Commissioner.) 

Taxable gain from the dissolution of a corporation was realized in 1920, 
where a decree of dissolution was obtained on December 30, 1919, and on 
January 2, 1920, the assets were sold to the chief stockholders who agreed to 
assume the liabilities of the dissolved corporation and to pay the purchase price. 
(Court of appeals of D. C., Wells Fargo Bank and Umion Trust Co., et al. v. 
Commissioner.) 

A commissioner may not, in the absence of fraud or mistake, clerical or other- 
wise, in any fundamental fact or matter of law, reopen and redetermine, upon 
re-examination of the same evidence, the question of March 1, 1913, value of 
stock—the statutory basis for computing gain upon the sale thereof—where 
such value, as fixed by a predecessor commissioner prior to the sale thereof at 
the request of the buyers of the stock for the guidance of the sellers, and used by 
the taxpayer on her 1919 return, was accepted and used by his immediate suc- 
cessor in office of such predecessor commissioner, in the assessment of the tax 
for such year, and was later approved and confirmed by subsequent successors 
in office, including the commissioner who thereafter redetermined the value of 
the stock. (U. S. circuit court of appeals, sixth circuit, Fred L. Woodworth, 
collector, v. Alice G. Kales.) 

Goodwill is not property used in trade or business within the meaning of sec- 
tion 214 (a) (8), act of 1918, nor subject to exhaustion, wear and tear. (U.S. 
circuit court of appeals, ninth circuit, Henry M. Landsberger v. John P. Mc- 
Laughlin, collector.) 

The power to permit amendment to file consolidated returns for 1922, where 
corporation claims to be affiliated for such year and filed separate returns, is 
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discretionary with the commissioner. (U. S. district court, N. D., California, 
S. D., Alameda Investment}Co. v. John P.}McLaughlin, collector.) 

Inventories may not be valued at market regardless of cost, under sec. 203, 
act of 1918. (U.S. circuit court of appeals, fifth circuit, J. A. Kemp, et al. v. 
United States.) 

Capital was held not to be a material income-producing factor where invested 
in a building used by a corporation conducting a school of physical education 
for gymnasium, offices, school rooms and for other school purposes, which 
yielded no income apart from the services rendered, rent received for a portion 
of the building being incidental rather than material. Such corporation was 
held to be entitled to classification as a personal-service corporation for 1919, 
1920 and 1921. (U. S. district court, Massachusetts, Posse-Nissen School of 
Physical Education, Inc. v. United States.) 

A trustee in bankruptcy, operating in 1917, under order of a bankruptcy 
court, the business of a bankrupt domestic corporation and realizing net profits 
from such operation, is not subject to the excess-profits tax imposed by the act 
of 1917, in a case where, under the act, the corporation would have been sub- 
ject to such tax if it had been conducting the business itself. (U.S. supreme 
court, Mabel G. Reinecke, collector, v. Frank G. Gardner, trustee in bankruptcy of 
the O'Gara Coal Co.) 

The supreme court did not answer a question certified to it as to whether in- 
terest accrued and payable in 1916 and paid in 1917 may be deducted in com- 
puting the net income of a trustee in bankruptcy operating the business of a 
bankrupt corporation under order of a bankruptcy court, where the certificate 
failed to state whether (1) the books of the trustee as kept reflected his income 
or (2) his return was made on the accrual or the cash-receipts-and-disburse- 
ments basis. (U.S. supreme court, Mabel G. Reinecke, collector, v. Frank G. 
Gardner, trustee in bankruptcy of the O’Gara Coal Co.) 

Dividends declared by a corporation in 1919 and 1920 which were impounded 
in the corporation treasury by court order pending suits brought by the alien 
property custodian, were held to be income accumulated “for the benefit of un- 
ascertained persons’’ upon which it was the duty of the corporation as “ fidu- 
ciary"’ to pay the tax. (U. S. circuit court of appeals, third circuit, Frank 
Ferguson, collector, v. Adolfine Forstman et al.) 

Cost of property acquired for stock was fixed at the price disclosed by the 
deed and inventory attached thereto, rejecting the value entered on the books 
in the amount of the par value of the stock issued therefor. (U. S. district 
court, N. D. Louisiana, Shreveport, United States v. Robert L. Crook et al.) 

The payment without formal protest prior to the enactment of the 1924 act, 
of taxes assessed under sec. 900, acts of 1918 and 1921, was held to be under 
sufficient protest and duress where, upon objection by the president of the 
corporation at time of assessment and payment that the taxes were illegally and 
erroneously demanded, the deputy collector replied that failure to pay would 
expose the officers of the corporation to arrest and criminal prosecution. Even 
if such protest were not sufficient, the taxpayer was held, nevertheless, to be 
within the protection of Revised Statutes sec. 3226 as amended by act of 1924, 
which provided that suit for recovery of a tax erroneously collected may be 
maintained whether or not paid under protest or duress. (U. S. district court, 
S. D., Ohio, N. D., Murray C. Weir, receiver, v. Stephen McGrath, collector.) 

Action for refund of income tax paid should be brought by him who actually 
paid the tax and not by him or them who might in equity or as a cestui que 
trust, have some latent interest in the money in dispute. (U. S. district court, 
E. J. D. Missouri, E. Div., Carleton Dry Goeds Co. et al. v. United States.) 

The taxpayer’s contention that stock was overvalued for gift-tax purposes 
was rejected where stock in corporation organized to hold, manage and own 
property derived from an estate by the taxpayer and her son was given to the 
son by the taxpayer prior to the distribution of the undistributed portion of the 
estate to the heirs who thereupon transferred it to the corporation, and the 
value of such undistributed portion was included in determining the value of 
the gift, the parol assignment of the undistributed portion to the corporation 
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being valid and effective as between the parties. (U. S. district court, Cali- 
fornia, Ames L. Whitell v. McLaughlin, collector.) 

A waiver executed prior to the enactment of the 1924 act, consenting to the 
“determination, assessment and collection” of 1918 taxes effective for a period 
of one year after the expiration of the statutory period of limitation, does not 
prevent the application of the provisions of the 1924 act as to the statutory 
period upon collection of the tax, where the tax, assessed after the passage of 
the 1924 act, was assessed within the period as extended, the action of the tax 
officers, if barred on the expiration of consent, being barred by virtue of the law 
and not by force of the contract waiver. (U.S. district court, N. D., Georgia, 
Bank of Commerce v. Josiah T. Rose, collector.) 

The provision of sec. 301 (b), act of 1924, allowing a maximum of credit 
against the tax imposed by sec. 301 (a), act of 1924 (as amended by sec. 322, act 
of 1926), for estate, inheritance, legacy or succession taxes actually paid to any 
state, etc., of 25% of the federal estate tax imposed by such act, held constitu- 
tional on the authority of the New York Trust Company v. Eisner, (256 U. S. 
345), and Florida v. Mellon, (273 U.S. 12). (U.S. court of claims, John G. 
Rouse, executor, v. United States.) 

The determination whether a taxpayer is entitled to special assessment under 
sections 326 and 327, act of 1918, confided by congress to the commissioner, 
can not under that act be challenged in the courts—at least in the absence of 
fraud or other irregularity—nor is jurisdiction to review the commissioner’s 
determination conferred on the courts as a result of the act of 1924, which cre- 
ated the board of tax appeals. (U.S. supreme court, The Williamsport Wire 
Rope Co. v. United States.) 
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Institute Examination in Law 
By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of the 
American Institute of Accountants at the examinations of May, 1928, have 
been prepared at the request of THE JoURNAL OF ACCOUNTANCY. These 
answers have not been reviewed by the board of examiners and are in no way 
official. They represent merely the personal opinions of the author.—Editor, 
THE JOURNAL OF ACCOUNTANCY. |] 


EXAMINATION IN COMMERCIAL LAW 


May 18, 1928, 9 a. Mm. to 12:30 P. M. 


Answer no more than ten questions as directed. 
Give reasons for all answers. 


NEGOTIABLE INSTRUMENTS 


Answer three questions 
No. 1. Is it necessary that a promissory note contain the words “for value 
received”’ or other words expressing consideration in order that the note be 
negotiable? 
Answer: 
No. A promissory note imports consideration and words expressing consid- 
eration are therefore unnecessary. 


No. 2. X represents to Y that he is soliciting money for a charity and suc- 
ceeds in getting Y to draw a cheque payable to X for $100. X endorses the 
cheque to A, an innocent third party, who has no notice of any defenses. X 
receives from A for the cheque $100, which X keeps. X, asa matter of fact, 
did not represent the charity. After the cheque has passed to A, Y learns that 
he has been defrauded by X, and he therefore stops payment on the cheque. 
The bank on which the cheque is drawn does not pay the cheque when it is pre- 
sented by A. A sues Y on the cheque, and Y defends on the ground that the 
cheque was originally obtained from Y by fraud. Is the defense valid? 


Answer: 

The defense is not valid. A, having received the cheque for value without 
notice of any defenses, takes it free from such a defense as that interposed by 
Y. 

No. 3. In the preceding question assume that Y, after the transactions 
mentioned and before suit is filed, becomes insolvent so that it will be futile for 
A to try to collect anything from him. If such were the case, could A recover 
from the bank on which the cheque was drawn? 

Answer: 

No. The negotiable-instruments law provides: “ A cheque of itself does not 
operate as an assignment of any part of the funds to the credit of the drawer 
with the bank, and the bank is not liable to the holder unless and until it ac- 
cepts or certifies the cheque.” 


No. 4. A negotiable promissory note is expressed to be payable to the order 
of X six months after date. Through error A, the maker of the note, fails to 
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date it ‘‘ January 1, 1927,”’ the date on which it was given. X fills in “July 31, 
1926” as the date, and on January 15, 1927, endorses the note to B, who is a 
bona-fide purchaser of the note for value without notice that there is anything 
wrong with the note. B, on February 1, 1927, presents the note to A for pay- 
ment. Arefusesto pay. On February 15, 1927, B sues A, who defends on the 
ground that his obligation is not due until six months after January 1, 1927. Is 
the defense valid? 


Answer: 

The defense is not valid. B was a holder in due course. The negotiable- 
instruments law provides that the insertion of a wrong date in an instrument 
which is issued undated but which is payable at a fixed period after date does 
not avoid the instrument in the hands of a subsequent holder in due course; but 
as to him the date so inserted is to be regarded as the true date. 


CONTRACTS 
Answer two questions 

No. 5. August 1, 1927, A in Baltimore by letter to B in New York offers to 
sell to B five hundred bushels of potatoes. The price, description, terms and 
place of delivery are all set forth in the letter and are sufficiently definite for a 
contract. On August 2, 1927, the price of potatoes rises, and A wires B that he 
revokes his offer of August 1, 1927. A few minutes before receiving this wire 
B had put in the mail a letter to A properly addressed and stamped in which he 
accepted A’s offer. A does not receive this letter from B until after B has re- 
ceived A’s wire. Was there a contract between A and B? 


Answer: 

There was a contract between A and B. Where an offer is made by mail, it 
is implied, in the absence of notice of revocation reaching the party receiving 
the offer before its acceptance, that the writer continues willing to contract 
down to the time that the other party may, with due diligence, accept the 
proposition, and in such cases the latter may use the same medium to express 
his assent. The contract is made when the letter of acceptance is mailed. 


No. 6. A owes B $500. There is no dispute as to the amount owed or as to 
A's liability to pay the $500 to B. A pays B $300, and B gives to A a receipt 
for the $300 in which he states that he accepts the $300 in full discharge of A’s 
obligation to pay the $500. Later B sues A for the remaining $200. Can he 
recover? 


Answer: 

Yes, B can recover. B’s agreement that he accepts $300 in full discharge 
must be supported by a valid consideration in order that it be a valid release of 
his claim against A. Payment by A of $300, which is less than he admittedly 
owed, is not a valid consideration for he was already bound to pay this amount 
and more. 


No.7. Ain writing offers to sell to B three dozen hats. The description of 
the hats, the price of them and the terms of the proposed sale are all set forth 
in the offer and are all sufficiently definite for a contract. A also states in the 
offer as follows: 


“T agree that this offer will remain open for two weeks and that I 
can not revoke it until the expiration of that time.” 
At the end of one week A writes B that he revokes the offer. In reply B writes 
to A that he accepts the offer to sell as stated in A’s original letter. This letter 
is received by A before the expiration of the two weeks. Was there a contract? 
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Answer: 

There was no contract. A’s agreement that his offer remain open for two 
weeks is not supported by any consideration. A therefore could revoke his 
offer before the expiration of two weeks. A did this and his revocation was 
received by B before B accepted A’s offer. 


CORPORATIONS 
Answer both questions 
No. 8. (a) What is a cumulative dividend? 
(b) What is a de facto corporation? 
(c) What is a de jure corporation? 
Answer: 

(a) Where the contract of the preferred stockholder provides that its holder 
shall be entitled to cumulative dividends of a certain percentage, this means 
that the holder has a right to have paid any arrearages of dividends for previous 
years before any dividends whatever may be paid to the holders of the common 
stock. 

(b) A de facto corporation is one which exists in fact from the fact of its acting 
as such though not in law or of right a corporation. It is essential to the exist- 
ence of a de facto corporation that there be (1) a valid law under which a corpo- 
ration with the powers assumed might be incorporated; (2) a bona-fide attempt 
to organize a corporation under such law; and (3) an actual excercise of corpo- 
rate powers. 

(c) A corporation de jure is a corporation which in all respects is legal; a body 
which has a right to corporate existence, and to exercise corporate powers, of 
which it can not be deprived, even by the state in a direct proceeding, contrary 
to the terms of its charter. 


No. 9. Has a corporation, without express statutory authority to do so, the 
power to purchase and hold the stock of another corporation, assuming, of 
‘ < that there is no statute expressly prohibiting the corporation from doing 
this? 

Answer: 

The general rule in the United States is that a corporation has no power to 
purchase and hold the stock of another corporation unless this power is granted 
by a statute. The power, may, however, arise by implication and may, there- 
fore, be exercised when necessary to the exercise of its granted powers, or when 
reasonably necessary in order to carry out the objects of the corporation. Al- 
though purchasing shares be not within the course of the business of a corpora- 
tion in ordinary circumstances, it may be entirely proper in exceptional cir- 
cumstances. Thus, every corporation, irrespective of the nature of its busi- 
ness, would have a right to receive shares given in payment of, or as security 
for, a claim which is in danger of proving worthless through insolvency of the 
debtor. 

PARTNERSHIP 
Answer one question 

No. 10. Jones, Smith and Brown are partners engaged in the business of 

buying and selling real estate. The name of the firm is “Jones, Smith & 


Brown.”’ Brown resigns and a new firm is formed composed of Jones and 
Smith, but the new firm continues to use as its firm name the name of “‘ Jones, 
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Smith & Brown.”” People who had been trading with the old firm were not 
notified of the dissolution. Six months later X, a person who had been trading 
with the original firm for a number of years prior to its dissolution and who did 
not know of its dissolution, entered into a contract with Jones on behalf of the 
new firm ‘Jones, Smith & Brown.” The contract was breached by the new 
firm “Jones, Smith & Brown” and X was damaged. Can X hold Jones, Smith 
and Brown individually responsible, or can he simply hold Jones and Smith 
individually? 
Answer: 

X can hold Jones, Smith and Brown individually for the damages he has 
suffered for breach of contract. Brown was held out to the public as a member 


of the firm and X who had no reason to believe he had ceased to be a member of 
the firm can hold him responsible as well as the two members of the new firm. 


No. 11. (a) If no time is expressly or impliedly specified in the articles of 
partnership for the time that the partnership will last, when may the partner- 
ship be terminated? 

(b) Whenever a partner retires or a new one is admitted to the firm, does that 
operate to dissolve the existing partnership and cause the formation of a new 
partnership? 

Answer: 

(a) Where no time is specified (expressly or impliedly) for the duration of a 
partnership, the partnership may be terminated at the will of any member. 

(b) When a partner retires or a new one is admitted to the firm that effects a 
dissolution of the old partnership and the formation of a new one. 


FEDERAL INCOME TAX 
Answer both questions 
No. 12. A buys a house in 1916 for the purpose of living in it as a home. 
In 1927 he sells the house for $5,000 less than it originally cost him. Can he 
deduct this $5,000 from his gross income in order to determine his net income 
for the year 1927? 


Answer: 

The loss of $5,000 is not deductible under the provisions of the income-tax 
law for the house was bought to be used as a home by its purchaser. The loss 
was not one arising from fires, storms, shipwreck or other casualty or from theft, 
nor was it incurred in a trade or business or in a transaction entered into for 
profit. 


No. 13. (a) How are partnerships taxed under the revenue act of 1926? 
(b) Summarize the provisions of the 1926 revenue act relating to losses al- 
lowed individuals as deductions. 


Answer: 

(a) Partnerships as such are not taxed under the 1926 act. They are re- 
quired to make returns of their income, however. The partners are taxable 
upon their distributive shares of the net income of such partnership, whether 
distributed or not, and are required to include such distributive shares in their 
return. 

(b) Individuals are allowed deductions for: 

(1) Losses sustained during the taxable year and not compensated for by 
insurance or otherwise, if incurred in trade or business. 
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(2) Losses sustained during the taxable year and not compensated for by in- 
surance or otherwise, if incurred in any transaction entered into for profit 
though not connected with the trade or business. (However, in the case of a 
non-resident alien individual this deduction will be allowed only if the profit, if 
such transaction had resulted in a profit. would be taxable). 

Under this provision of the law no deduction is Allowed for any loss claimed 
to have been sustained in any sale or other disposition of shares of stock or se- 
curities where it appears that within thirty days before or after the date of such 
sale the taxpayer has acquired (otherwise than by bequest or inheritance) or has 
entered into a contract or option to acquire substantially identical property, and 
the property so acquired is held by the taxpayer for any period after such sale or 
other disposition. If such acquisition or the contract or option to acquire is to 
the extent of part only of substantially identical property, then only a propor- 
tionate part of the loss will be disallowed. 

(3) Losses sustained during the taxable year on property not connected with 
the trade or business (but in the case of a non-resident alien individual only 
property within the United States) if arising from fires, storms, shipwreck or 
other casualty or from theft and if not compensated for by insurance or other- 
wise. 
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Students’ Department 
H. A. Finney, Editor 
H. P.“BauMANN, Associate Editor 


AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL oF Ac- 
COUNTANCY should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of 
the editors of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PractTiICcE—Part I 
May 17, 1928, 1 P. M. to6 P. M. 
The candidate must answer the first four questions and one other question. 


No. 1 (30 points): 

(a) The M. E. F. Manufacturing Company distributes burden by using 
man-hour departmental rates, determined at the close of each month. 

Last month, the rate for department F was almost double that of the prior 
month and the president of the company claims that an error has been made. 

The cost accountant says that he is determined the rate as usual and that 
his computations are correct. 

You are called in to investigate and you discover that one half of the ma- 
chines in the department were idle during the greater part of the period, which 
accounts for the increase in the burden rate. 

The president expresses his opinion to you that the cost accountant is con- 
fusing “cost” with “loss.” 

Discuss the matter and explain, briefly, your conclusions. 

(b) The plant of the Atlas Manufacturing Company is made up of six 
buildings, on one site, in the town of P. 

aoe is distributed by using the “predetermined-machine-hour rate 
method.”’ 

A machine, numbered A-2-34, has a burden rate of $0.2146 per hour, on the 
assumption that the center should operate 2,000 hours in the current year. 

Explain, as fully as possible, giving schedules, how the rate is determined, 
assuming that steam power is used and that light and water are purchased. 
(NotE:—You may submit your answer to part (b) in the form of a diagram, if 
you so desire. The time devoted to problem No. 1 should not exceed one and 
one-half hours.) 


Solution: 

(a) While manufacturing expenses do not usually vary to a great extent 
from one month to another, production may, and generally does vary, espe- 
cially in a seasonal industry. Accordingly, if the monthly expenses are dis- 
tributed against the monthly production which varies considerably, the rate of 
expense per unit of production will fluctuate considerably—with a low rate in 
those months in which peak production prevails and a high rate when produc- 
tion declines. Such a situation is present in department F of the M. E. F. 
Manufacturing Company. 

Having determined the cause of the increase in the rate, the accountant 
should continue with his investigation to ascertain whether the idle time might 
be eliminated or reduced, or whether it represents a normal or seasonal slack 
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period, a case in which the method of distributing the manufacturing expense 
should be revised. 

As a fiscal year is a normal period in which all business transactions may be 
accounted for, it is suggested that a rate of distribution of manufacturing 
expense based upon the expense and production for a fiscal year be used, to 
eliminate the extreme month-by-month fluctuations which occur when a 
monthly distribution is made. The normal or predetermined rate is, of course, 
an estimate, for the actual expense and production can not be known until the 
end of the fiscal year. However, an analysis of the expenses and production of 
the past years, and a careful consideration of possible and probable changes in 
conditions of the current year should enable the accountant to arrive at a 
reliable rate to be used. This predetermined rate should be checked against 
actual results from time to time and major changes should be recognized imme- 
diately in a revision of the rate used. 

Cost accountants generally agree that it is impossible to eliminate all idle 
time—that 80 per cent. actual running time may be considered as normal. 
It is necessary, however, to keep accurate account of the idle time, not only as 
to cost but also as to the cause, if this waste is to be reduced to a minimum. 
The cost of idle time may be treated in the accounts as additional overhead 
expense to be applied to production. It is also advocated by some that idle 
time or under-applied overhead due to sub-normal production should be 
charged directly to profit and loss as a loss in order that only “normal” cost 
shall appear in the operating statements as cost. 

(b) The “ predetermined-machine-hour rate method”’ distributes burden, or 
manufacturing expenses, to production on the basis of the number of hours the 
machine or machines in the production center are used. The cost of operating 
these machines includes those expenses which may be definitely allocated to the 
center, such as labor, the cost of space occupied, insurance, taxes, depreciation, 
repairs, maintenance, power, etc., and, unless a different method of distribution 
is used, the applicable portion of indirect departmental and general operating 
expenses. 

Before a schedule can be prepared to determine the burden rate of machine 
number A-2-34, it will be necessary to analyze the power costs to ascertain the 
portion chargeable against the center. 

If electrical current is generated in the power plant and is transmitted and 
metered to the production center, accurate costs of power are possible. From 
the wording of the problem however, it is assumed that steam power is piped to 
the several centers, via the buildings. The unit charge for power, therefore, 
should be determined by dividing the total power-plant costs by the horse- 
power hours (the horse-power generated multiplied by the total hours of 
operating time). 

The schedule on the following page (exhibit I) may be used to determine the 
cost to operate the power plant, and to distribute the cost to the buildings. Ex- 
hibit II may be used for the further distribution of power-plant costs from the 
buildings to each production center located therein. Amounts are not filled in 
in the schedules as it is presumed these were not expected by the examiners 
inasmuch as a time limit was stated. 

In explanation of the operation of this schedule it might be stated that the 
horse-power hours per building are determined by multiplying the horsepower 
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by the operating time. This data should be obtained from the chief engineer. 
The total cost (a) divided by the total horsepower hours (c) will give the cost 
per horse-power hour (b). The distribution of the power costs to the buildings 
is apparent. 

In exhibit II following, the power cost of building A (d) is distributed further 
to the machine centers: 





Exhibit II 
Record of distribution of power costs to production centers 
From 19 to 19 
Burtpinc A_ Rate per H. P. H. $ 
Machine Horse-power Operating Horse-power Power cost 
time hours 
A-2-34 
etc. $ 
Wes si 0Xa0 $ (d) 


Having obtained the steam-power cost applicable to machine center A-2-34 
the accountant may proceed with his schedule to determine the burden rate. 
Those expenses more or less fixed, and based upon floor space occupied or value, 
such as rent, depreciation, insurance and taxes present no particular difficulty in 
assembling. Repairs, maintenance, and labor applicable to the center require a 
careful analysis of past performance and future expectancy. Idle time and 
other indirect departmental and general operating expenses are generally 
distributed to the centers on a basis of unit of output or unit of time. 

Exhibit III following shows a rate card for machine A-2-34: 


Exhibit III 
RATE CarRD 
Machine A-2-34 
Details Amounts 


EIEIO... 6:6:4'0:5.0's.0:5 x 4 050s mmetghinnle mie -¥inle Rips aeaacs ae 
PIIIIIEE ios ao asc 6 sks ctsadeeswncgweuiass eae 
CCT ET Cee ee 
PUNE sk kc encabisersrewdee wok sudne oe eee ae 
OTT ee Creer ee ee ee 
ee ey rere BOY ef 
5 | area rrr mnee rene epee eb ee 
OO EON er eee Pe ere gn ry ee 
Ketivect: Gapartimental GGDPROE....6 oi 66 occ nc cc cecss eves vascunne 
POT ree 


WOE kai ve iecegewes ésdese caw ss c0aee ee eee $429.20 


kee rr er ts nn 2,000 
Rate per hour........ eee 7S eee ee ee re "$0. 2146 
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No. 2 (23 points): 

A partnership agreement provided that profits or losses should be shared in 
this proportion: A, five twelfths, B, one third and C, one fourth, the capital 
contributed originally being in this proportion. 

At the end of a certain period, the books showed assets, $90,000 and these 
capital accounts: A, $10,000, B, $30,000 and C, $50,000. 

It was decided to liquidate and in the process the following transactions 
were recorded: 


Mar. 31—Assets inventoried at $10,000 were sold for $8,000 


Agr. D— “* ‘ 40,000 “ “ Bae 
June 30— “ ae “ 10,000 “é “é “ec 7,000 
Sept. 30— “ ‘i “ 0000 “* “ ™ 14,700 


The amounts realized were credited, as of the dates given, in accordance with 
agreement. 

Prepare a statement showing the entries in each partner’s account and the 
final balances. 


Solution: 

The problem states that ‘the amounts realized were credited, as of the dates 
given, in accordance with agreement.”’ 

The amounts realized would be credited to the accounts of the assets sold, 
the differences between the amounts realized and the amounts at which the 
assets were carried in the accounts representing, in this case, losses chargeable 
to the partners in their profit-and-loss ratio of five twelfths, one third, and one 
fourth. It is not stated that the cash realized from the sales was distributed as 
received. If no cash payments were made to the partners until all the assets 
were realized, the only entries in the capital accounts prior to that time would 
be for losses upon realization as shown by the following statement: 











A, B anp C 
Statement of capital accounts showing entries in each partner's account and final balances 
(Period) 
A B Cc Together 
Profit-and-loss ratio. ......... 5/12 1/3 1/4 12/12 
Credit balances of capital ac- 
SE Ss a dr Geudedbedocesénewad $10,000.00 $30,000.00 $50,000.00 $90,000. 00 
Debits for loss on sale of assets 
March 31, 192-: 
ee aca dee $10,000 .00 
Amount realized......... 8,000 .00 
DP cneahcadeednn et nace $2,000.00 833.33 666.67 500.00 2,000.00 
Ee $9,166.67 $29,333.33 $49,500.00 $88,000.00 
Debits for loss on sale of assets : 
April 30, 192-: 
SEED, nc tv ceedesces $40,000.00 
Amount realized......... 19,500.00 
| er ee er $20,500.00 8,541.67 6,833.33 5,125.00 20,500.00 
PR, seek eeeeenee $625.00 $22,500.00 $44,375.00 $67,500.00 


Carried forward......... 
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Brought forward......... 
Debits for loss on sale of assets 
June 30, 192-: 
6 wbcdb beeen $10,000.00 
Amount realized......... 7,000.00 
Loss. . ; Py Ore $3,000.00 1,250.00 1,000.00 750.00 3,000.00 
PE. cccciechnctaenedscevkenes $625 .00* $21,500.00 $43,625.00 $64,500.00 
Debits for loss on sale of assets 
Sept. 30, 192-: 
i Lee $30,000.00 
Amount realized......... 14,700.00 
Loss ; .eseeee $15,300.00 6,375.00 5,100.00 3,825.00 15,300.00 
NR a udaky + tna shee $7,000 .00* $16,400.00 $39,800.00 $49,200.00 
Debits for cash distributed (see working 
papers) CTS TCC eee Peer ee 12,400.00 36,800.00 49,200.00 
Balances pigeeare ae $7,000.00* $4,000.00 $3,000.00 $ 
Working papers—September 30, 192- 
A B Cc Together 
Profit-and-loss ratio .......... uiienaien 5/12 1/3 1/4 12/12 
Total capitals before distributing cash ...  $7,000.00* $16,400.00 $39,800.00 $49,200.00 
Less: Cash for distribution. ....... ‘ 4 49,200.00 
Possible loss (in P. & L. ratio)....... eas f 
Capital greater than possible loss... . . aa $16,400.00 $39,800.00 


Capital less than possible loss............. $7,000.00 


Additional possible loss to*B and C: 
B—4/7 of $7,000.00....... 7 ; 4,000.00 
C—3/7 of $7,000.00. . mon 3,000.00 





Balances, representing the excess of capital 
over possible loss. . . ere er ene $12,400.00 $36,800.00 


The $49,200.00 cash for distribution should be paid: 
To B—$12,400.00 
To C— 36,800.00 


Total $49,200.00 


If it had been desired to distribute the cash realized from the sale of the 
assets in instalments as received, the distribution of the cash and the entries in 
the partners’ accounts would have been as shown below: 


* Debit balances. 
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A, B, AND C 


Statement of capital accounts showing entries in 
final balances 
(Period) 
A B 
Profit-and-loss ratio. 5/12 1/3 
Credit balances of capital 
accounts (date) 
March 31, 192-: 
Debits for loss on sale of 


$10,000.00 $30,000 


Co 
w 
w 
w 
w 


assets 666 


Balances $9,166.67 $29,333 
Debits for cash distributed 
(see working papers) 

Balances $9,166.67 $29,333 
April 30, 192-: 
Debits for loss on sale of 
assets. . 8,541.67 6,833 
Balances $625.00 $22,500 
Debits for cash distrib- 
uted (see working 
papers). 
Balances $625.00 $22,500 


June 30, 192 
Debits for loss on sale of 
assets 1,250.00 1,000 


Balances $625 .00* $21,500 
Debits for cash distributed 
(see working papers). 4,000 


Balances $625 .00* $17,500 


September 30, 192 
Debits for loss on sale of 


assets 6,375.00 5,100 


Balances $7,000. 00* $12,400 
Debits for cash distributed 


(see working papers).. 8,400 
Balances $7,000.00* $4,000 


* Debit balances. 
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each partner’s account and 


c Together 
1/4 12/12 


00 $50,000.00 $90,000.00 


67 500.00 2,000 . 00 
33 $49,500.00 $88,000.00 
8,000.00 


8,000 . 00 


33 $41,500.00 $80,000.00 


33 5,125.00 20,500.00 


0O $36,375.00 $59,500.00 


19,500.00 19,500.00 


00 $16,875.00 $40,000.00 


00 750.00 3,000 . 00 
OO $16,125.00 $37,000.00 
00 3,000. 00 7,000 . 00 


00 $13,125.00 $30,000.00 


00 3,825.00 15,300.00 
00 = $9,300.00 $14,700.00 
00 6,300.00 14,700.00 


OO $3,000.00 $ 
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Working papers—March 31, 192- 


A B Cc Together 

Profit-and-loss ratio...... §/12 1/3 1/4 12/12 
Total capitals before dis- 

tributing cash. - $9,166.67 $29,333.33 $49,500.00 $88,000.00 
Less: Cash for distribution 8,000 .00 
Possible loss (in P. & L. 

ratio) 33,333.33 26,666.67 20,000.00 $80,000.00 
Capital greater than pos- 

sible loss. $2,666.66 $29,500.00 


Capital less than possible 
loss $24,166. 66 


Additional possible loss to 


B and C 
B—4/7 of $24,166.66 13,809.52 
C—3/7 of $2 


4,166.66 10,357.14 


Capital greater than possi- 


eee , $19,142.86 
Capital less than possible 
loss $11,142.86 


Additional possible loss to C 11,142.86 


Balance, representing the 
excess of capital over pos- 


sible loss $8,000.00 


The $8,000.00 cash for distribution should be paid to C. 


Working papers—April 31, 192- 


A B Cc Together 
Profit-and-loss ratio §/12 1/3 1/4 12/12 
Total capitals before dis- 
tributing cash. . $625.00 $22,500.00 $36,375.00 $59,500.00 
Less: Cash for distribution 19,500.00 


Possibleloss (in P.&L.ratio) 16,666.67 


13,333.33 10,000.00 $40,000.00 





Capital greater than possi- 

ble loss ee $9,166.67 $26,375.00 
Capital less than possible 

loss. . : .. $16,041.67 
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Additional possible loss to 
B and C 
B—4/7 of $16,041 . 67 9,166.67 
C—3/7 of $16,041 . 67 6,875.00 
Balance, representing the 
excess of capital over pos- 
0 BAP eee ~ $19,500.00 


The $19,500.00 cash for distribution should be paid to C. 
Working papers—June 30, 192- 


A B c Together 
Profit-and-loss ratio... ... §/12 1/3 1/4 12/12 
Total capitals before dis- 
tributing cash.......... $625 .00* $21,500.00 $16,125.00 $37,000.00 
Less: Cash for distribution 7,000.00 


Possibleloss (in P.&L.ratio) 12,500.00 10,000.00 7,500.00 $30,000.00 





Capital greater than pos- 


I ca oa dh 5g a 5 $11,500.00 $8,625.00 
Capital less than possible 
RS Ft ener $13,125.00 
Additional possible loss to 
B and C 
B—4/7 of $13,125.00 7,500.00 


C—3/7 of $13,125.00 5,625.00 
Balances, representing the 


excess of capital over pos- 
sible loss....... ver $4,000.00 $3,000.00 


The $7,000.00 cash for distribution should be paid as follows: 


To B—$4,000.00 
To C— 3,000.00 


Total $7,000.00 


Working papers—September 30, 192- 


A B c Together 
Profit-and-loss ratio...... 5/12 1/3 1/4 12/12 
Total capitals before dis- 
tributing cash.......... $7,000.00* $12,400.00 $9,300.00 $14,700.00 
Less: Cash for distribution. 14,700.00 
Possible loss (in P. & L. ratio) $ 


* Debit balances. 
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Capital greater than pos- 
ORs oak See vicenane $12,400.00 $9,300.00 
Capital lessthan possibleloss $7,000.00 


Additional possible loss to B 


and C 
B—4/7 of $7,000.00 4,000.00 
C—3/7 of $7,000.00 3,000.00 





Balances, representing the 


excess of capital over pos- 
SE, ws «os casera es $8,400.00 $6,300.00 








The $14,700.00 cash for distribution should be paid as follows: 


To B—$8,400.00 
To C— 6,300.00 


Total $14,700.00 


AMORTIZATION OF PREMIUM OR DISCOUNT ON SERIAL BONDS 


In the solution to problem No. 5, part I, of the May, 1927, American Insti- 
tute examination in accounting theory and practice, appearing on page 140 of 
THE JoURNAL oF AccouNTANCY for August, 1927, the editors of this depart- 
ment used the “ bonds outstanding” method in determining the amount of bond 
discount and expense to be claimed in each of several years as a deduction from 
gross income for federal income-tax purposes. In the November, 1927, issue, 
at page 387, there was published a letter received by the editors relating to that 
solution. This letter drew attention to I. T. 1412 as authority for what was 
termed the “serial method” which gave results different from those obtained 
by the bonds-outstanding method. 

It is desired, with no intention, however, of encroaching upon the domain 
of the Income-tax Department, to invite attention to G. C. M. 3832, recently 
published. In this memorandum, the opinion is expressed that I. T. 1412 
“has no application to the amortization of premium or discount on bonds 
maturing serially, and some confusion has resulted through failure to limit it to 
bond-issue expenses."” The opinion then proceeds to describe a method of 
amortizing premium or discount on bonds which, regardless of the name given 
thereto, gives the results obtained by the bonds-outstanding method. 

Whether the distinction made in this memorandum between bond issue 
expenses and discount or premium on bonds to the effect that the time element 
is involved in the latter but not in the former and the different bases prescribed 
for amortization of expenses and discount or premium will be universally con- 
curred in is another question. 
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FINANCE, by CHartes L. Jamison. New York. Ronald Press Co., 377 
pages. 

It is somewhat difficult to understand why such an inclusive and compara- 
tively uninforming title has been given to Finance by Charles L. Jamison. 
As a matter of fact finance, in the usually accepted meaning of the word, is 
the subject of only five out of the twenty chapters and any intention to treat 
the subject in general at all exhaustively is disclaimed in the author's preface. 

What is attempted and accomplished, however, is the compilation of a 
manual for the use of the treasurer of a corporation in the usual, every-day 
transactions and routine of his office. It would be particularly useful to the 
young treasurer of a small corporation, as practically every corporate activity 
that could come under the treasurer’s supervision or control is covered and is 
treated in a most direct and simple way. In the larger corporation, for in- 
stance, the treasurer would not usually be held responsible for details of insur- 
ance, stock transfers or the working of the voucher system, while in a small 
corporation these matters might well come within the scope of his work. In 
the endeavor to be direct and simple the author has occasionally been betrayed 
into bald statements of obvious fact, as when discussing credits he gravely 
states that “no one should knowingly grant credit where a loss seems certain.” 

The author recognizes the difficulty of compiling a manual covering the 
duties and responsibilities of an office so variously defined and of such varying 
importance in different corporations. The writer can think of a number of 
corporations, large and small, in some of which the treasurer is a mere clerk, in 
another the principal executive officer, in a third in charge of sales, in another 
chiefly responsible for production. In some cases all financial and accounting 
details are in the treasurer’s charge, in others no accounting matters come 
before him and only the largest and most important of the financial transactions. 
With the exception of the protean vice-president, no officer has more numerous 
or diverse duties than the treasurer. 

A typical treasurer’s office, devoted mostly to financial matters but closely 
codrdinated with the accounting department is described in the present book. 
In general the author puts forward ideas which have been well tested by ex- 
perience and methods which are generally accepted as being safe and efficient. 

On one point of organization, however, a very positive statement is made 
which is not borne out by anything like universal practice, that is, that the 
credit manager is and should always be part of the treasury department, under 
the treasurer. While there are, of course, many organizations, perhaps a 
majority, where this is true, there are, nevertheless, many others where passing 
on credits is a function of the principal or a subordinate accounting officer. 
Such a man frequently combines credit work and supervisory accounting func- 
tions with great success. It is not infrequently the case that he has at one 
time kept the receivables ledger and has a close and intimate knowledge of 
many of the company’s principal accounts. 

The foregoing is intended more to point out the difficulties of the author's 
task than as criticism. Almost everything strictly within the scope of the 
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treasurer's department is well and simply described and many more things of 
which the treasurer should have knowledge, but not usually considered to 
be part of his duties, are discussed. Anyone in the treasury department of a 
corporation could read this book with profit and would be almost certain to 
get some new and wider conceptions of his work. 

M. E. PELOUBET. 


A SIMPLE SYSTEM OF ACCOUNTS FOR TAILORS AND CLOTHIERS, 
by CHarRLes A. Metcatr. Gee & Co., Lid., London. 95 pages. 


Again an effort has been made to treat a more or less technical subject in a 
manner which may be understood by the so-called layman. The author of A 
Simple System of Accounts for Tailors and Clothiers states, ‘‘The work has not 
been compiled for the professional accountant only or even mainly, but for the 
tailor himself; and to this end an endeavor has been made to simplify the 
subject so as to render it easy of comprehension by persons who may not have 
had the time or the opportunity for acquiring an intimate knowledge of 
accountancy.” 

The book is devoted almost entirely to an exposition of the particular system 
of accounts recommended by the author, comprising the following five books 
in addition to ‘‘daily sheets” and ‘‘daily sheets summaries”: 


. Bank account 

. Petty-cash account 

. Ledger 

. Purchases and stock book 
. Salaries and wages book 


an Wh 


In addition the first few pages discuss very briefly the objects of bookkeeping 
and the fundamentals of debit and credit, and one short chapter treats of ‘‘col- 
lection of accounts.” 

In the introduction the author writes, ‘‘ It is submitted that where the system 
is adopted, the proprietor himself, or his manager, can make the necessary 
entries and need call in an accountant only when the books are to be balanced 
and the final accounts prepared at the end of the financial year.”” Although 
the author has reduced the subject to simple terms, it is doubted if this book 
will enable the ordinary small tailor to function successfully as his own book- 
keeper. My contact with owners of small tailor shops has led me to believe 
that they have, on the whole, almost no knowledge of bookkeeping rather than 
no “intimate knowledge of accountancy.”’ The system recommended is too 
complicated for the tailor or his manager to operate and not sufficiently elab- 
orate to produce the benefits a few additional details might give it. I should 
say that a tailoring business large enough to require a perpetual stock record 
would be large enough to require the services of a bookkeeper, if only of the 
“part-time” variety. Further, the book gives little information and no forms 
peculiar to tailors and clothiers other than the stock record. 

Illustrations given and banking details outlined follow the English terminol- 
ogy and procedure and would tend to be confusing to the American business 
man learning the elements of bookkeeping. 
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In brief, I do not believe that the book succeeds in giving a tailor who is not 
at all conversant with accounting technique sufficient detailed information to 
enable him to keep a satisfactory set of books. Obviously it has nothing to 
offer to the practising accountant. 

ALEXANDER R. GRANT. 


SECOND MORTGAGES AND LAND CONTRACTS IN REAL ESTATE 
FINANCING, by SamuEt N. REEp. Prentice Hall, Inc., New York. 
255+ xxi pages. 


Such a title as Second Mortgages and Land Contracts in Real Estate Financ- 
ing appeals strongly to all those who are in any way actively interested in real 
estate, and especially to those who are now recovering their breath and their 
sanity, after having lived for several years in an atmosphere of “‘boom”’. 

In some parts of the country we have seen mortgages fall from their high 
estate. Instead of being treasured in the collateral security caches of banks, 
they drifted to the safety-deposit boxes of their owners and alas! only too 
frequently at last reached the final degradation of the waste-paper basket. 

I have seen many examples of such loss of value, so I read with raised hopes 
the words on the jacket of the present volume, which stated that the volume 
“tells how and when second mortgages can be secured to the best advantage, 
and how they can be discounted.” 

The book consists of 17 chapters, and a dozen appendixes containing forms 
and tabulated statements of laws of the several states as to mortgages and 
usury. 

It opens with a discussion of “The real-estate financing problem,’ and 
especially with the peculiarities of junior liens, that is, second mortgages and 
land contracts. 

To those familiar with the terms and expenses which often attend the pro- 
curing or discounting of second morgages, it is not inappropriate that this dis- 
cussion should be followed by several chapters devoted to the subject of usury. 

Naturally the foreclosure of mortgages and the cancellation of land contracts 
are dealt with in some detail. The reader is warned against sharp practices 
indulged in by lender, borrower and broker. 

The closing chapters are devoted to the market for junior liens, the organiza- 
tion of companies for handling them and the future which awaits them in 
coming years. 

The author was chief of the department of land valuation of the Federal Land 
Bank of St. Paul; is president of the Home Financing Corporation and Home 
Building & Loan Association, Minneapolis, and is chairman of the mortgage 
and finance division of the National Association of Real Estate Boards. 
“‘Unto whomsoever much is given, of him much shall be required and to whom 
men have committed much, of him they will ask more.” 

It may be that this old principle, coupled with the above-quoted promise on 
the jacket, led one to expect more than it was possible to give, but on laying 
the book down, I have to admit feeling a certain amount of disappointment and 
a sense of irritation at myself in not being able to state definitely the causes of 
that disappointment. It may be partly from the literary style, for, although 
one enjoys short sentences, and although they are used by the author through- 
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out the book, in this case they leave an impression of jerkiness instead of sim- 
plicity and ease. It may be partly from the frequent generalizations and the 
infrequency of specific examples, although it is difficult—probably dangerous— 
to use specific figures in dealing broadly with a business including many varie- 
ties of risks in widely differing circumstances. 

It may arise from the limited number of forms, although here again, difficul- 
ties beset an author. For example, the forms used for land contracts may be 
numbered by the legion. Manifestly, it is impossible to print all, and yet if an 
author selects one form—as he has in this case—even though he consider it the 
best, no one form can satisfy all cases to the greatest advantage. 

While, at the end of each chapter, the author gives a bibliography of the sub- 
ject treated, the present volume is, so far as I know, the first which has been 
devoted exclusively to the subject of these junior liens which are, beyond all 
question, acquiring a growing importance throughout the country. It is 
always well to welcome a pioneer and to wish him God speed; this one brings 
together much information of value and opens up a field which, hitherto, has 
been unworked. 

WALTER MUCELow. 


FORM, by A. E. Cutrortu. Gee & Co. London. 29 pages. 
=<FFECTIVE BUSINESS LETTERS, by Epwarp HALL CARPENTER AND 
ROBERT RAy AURNER. The Ronald Press Co., New York. 385 pages. 

Professional men, of course, are expected to be gentlemen. The terms are 
practically synonomous. In Form, a short lecture to articled clerks, A. E. 
Cutforth dwells upon a few details of gentility in a very gentlemanly manner. 
He delicately and humorously points out the incongruities of sport costumes in 
clients’ offices, the beauty of tact in a professional man and the efficacy of a 
good working knowledge of the king's English. The essay itself illustrates 
these last two virtues so splendidly that one can not help agreeing with the 
author's remarks. 

Effective Business Letters, which also tells how to do something gracefully, 
is not as pleasant reading as Mr. Cutforth’s book, partly because it is much 
longer, and partly because the authors seem a bit too solemn about the im- 
portance of their message. Soberly and scientifically they deliver advice on 
how to write letters asking for favors, making inquiries, offering congratula- 
tions, dunning for money and for almost every other purpose a letter could 
conceivably fulfil. After all, it should occur to any professional man, without 
three hours’ reading on the subject, that it is unwise to insult the recipient of 
one’s letters, that short sentences are clearest, that ambiguity is undesirable, 
that stock phrases lack vitality, and so on. If, however, there be an account- 
ant not quite sure of his ability as a correspondent, he might find the sugges- 
tions in this book helpful. 

The chapters on the technical uses of letters in sales and advertising cam- 
paigns are undoubtedly excellent, but they would, of course, be of no interest 
to accountants. The book is probably of far greater value from the view- 
point of business men than from that of practitioners of a profession. 


J.L.C. 
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